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PREFACE TO FIFTH EDITION 


This edition embodies extensive changes. The general pattern 
remains the same, and the various subjects are treated in much the 
same way as before. But I have completely rewritten by far the 
greater part of the book. Only a few portions, such as the Appendix 
on Indifference Curves, survive more or less unscathed. 

I felt that the time had come for a thorough overhaul, and indeed 
recasting, in order to discuss the various problems in their post-war 
setting, to give more space to those points which have become more 
significant for policy and practice during recent years, and to make the 
examples as well as the figures more up-to-date. 

My aim has been not only to modernize but also to simplify and 
streamline. A few rather difficult points (such as exceptional demand 
curves) which, to my mind, are of little importance, have been omitted 
altogether. Others have been segregated in Notes. Many of the points 
which remain in the text are discussed more briefly than before, and 
I have tried to make the style more easy and readable. 

I have giv^en more space than before to c|uestions of public policy, 
especially those connected with the aim of maintaining full employ¬ 
ment. There is a new chapter on the National Income, and investment 
and saving are discussed more fully than in previous editions. 

Whether a system of complete central planning, such as that of 
Soviet Russia, would be better than our own is a question of such vital 
significance that I have discussed the economic aspects of it at some 
length. 

I hope that all these changes will make the book more attractive to 
the general reader as well as to the student. 

FREDERIC BENHAM 


February^ 1955 
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PART 1 

INXRODUCXION 




CHAPTER I 


GENERAL SURVEY 
1. The General Reader 

“The first thing I do when I come to a strange town,” a tourist once 
told me, “is to climb the highest tower in the place in order to get a 
general view of the layout of the town and of the countryside round it.” 
I suppose that nowadays, if he could afford it, he would take a flight by 
helicopter over the area. 

Let us do the same. Here is a subject—economics—which is new to 
you. Let us spend the first chapter in having a general look at it. 

The analogy between economics and a town, like most analogies, 
is far from perfect. We may as well begin by seeing what is wrong 
w'ith it. 

Each part of a town can be studied by itself. One could write quite 
a gf>od account of, say, Chelsea, without much reference to the rest of 
London. But each part of economics is closely connected with every 
other; they all fit together, and you cannot understand one part 
properly without understanding the rest. This makes it difficult for 
a wTiter to plan a book on economics; he is always worried, and 
tempted to make long digressions, by constantly having to refer to 
something or other which he does not explain until later. In the 
same way, the reader is worried because questions keep occurring to 
him, as he reads, which are not answered at the time. 

Some of them may not be answered at all. For another big differ¬ 
ence between economics and a town is that the newcomer to a town 
knows little or nothing about it and accepts what he sees, while the 
newcomer to economics has read the papers and talked to people and 
therefore comes to the subject with quite a number of ideas. Some of 
his ideas may be right, and some may be wTong or partly wrong. It 
may well happen that a writer says nothing about some of the latter, 
either because his space is limited or because it just doesn’t occur to 
him that anybody would believe them to be true. 

I shall resist, for the moment, the temptation to give examples of 
widely-held beliefs on economic questions which can be shown to be 
wholly or partly false; such illustrations will fit in better when we 
discuss the particular subjects to which they relate. Nor shall I pursue 
further the analogy between economics and a town. I turn now' to 
some remarks about the general tone of this book. 

3 
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INTRODUCTION 


It is intended for the general reader. I have tried to write simply 
and to make it readable. It contains no mathematics apart from 
some easy diagrams and arithmetical illustrations and a few notes for 
the benefit of students (some of whom, I hope, will find the book useful) 
which I have tucked away in appendixes. Some technical “jargon’* 
is essential, but I have avoided it as far as possible. 

I think of the general reader as anybody from about sixteen years of 
age upwards who takes an intelligent interest in economic affairs. He, 
or she, wants to be able to follow the discussions on economic questions 
which take place in Parliament, in the Press, and elsewhere, and to be 
able to form and express views of his or her own based on something 
more than prejudice and intuition. 

I can imagine such a general reader saying: “Yes, that’s right. 
But why are you wasting time? Why not get on with the job? Chapter 
I on one problem, Chapter II on another problem, and so on until 
you have discussed twenty or thirty of the most important current 
economic problems, then finish.” 

There are two main answers to this. First, new economic problems 
are always cropping up, or at any rate old ones are presenting them¬ 
selves in a different setting. A detailed discussion of many specific 
questions would soon get out of date; the facts and figures, and the 
relevant circumstances, would alter as time went on. The only way 
to cope with this is to try to give tlie reader a foundation of economic 
dieory, an insight into the economic “method of approach” to a problem, 
and so to equip him to follow, and to form his own judgment on, the 
up-to-date discussions of current problems which he will find in the Press; 
I would especially recommend him to read the weekly Economist. 

The second main answer is that it is almost impossible to explain 
anything properly, within the realm of economics, without explaining 
everything. Ifwe started off bang on some particular question, we should 
have to keep pulling ourselves up for a long digression on this or that 
point of economic theory, which would have to be explained before we 
could resume the argument. The book would have no pattern at all. 

What it comes to, then, is that after all this will be very like any 
other introduction to economics. Perhaps rather less accurate than 
some, because if a generalization is broadly true I shall seldom com¬ 
plicate the argument with exceptions and qualifications. Less 
methodology, less mathematics, less refinement of economic theory, 
less detail, and perhaps more stress on economic policy. But never¬ 
theless just another text-book! 

2 . Facts and Opinions 

The type of reader for whom I am writing has a critical mind. He 
thinks for himself. He wants to know enough about economics to 
form his own independent judgments. There are some students who 
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regard economics merely as a subject in which they must pass an 
examination, and they hope to get through by learning by heart a 
few definitions and a few “economic laws.” They will never be able 
to play their proper part as citizens, for they will never really under¬ 
stand the economic issues on which they should express their views or 
cast their votes. They will not even do well at their examinations, 
for examination questions tend to be framed to test whether or not 
the candidate has grasped the methods of economic analysis, and can 
apply them to new problems, rather than to test whether he has a good 
memory. This book is not for them; my advice to them is to take up 
another subject. 

The reader should learn to distinguish at once between a statement 
of fact and a statement of opinion. I do not mean an opinion about 
what the facts are. “There’s gold in them thar hills,” says the Oldest 
Inhabitant. Maybe there is and maybe there isn’t. He is expressing 
an opinion. But it is an opinion about a fact, and one day it may be 
proved either right or wrong. The kind of opinion which I mean is 
an opinion about what ought to be done, an opinion which by its 
nature is not capable of verification, can never be proved or disproved. 
This type of opinion is called a value-judgment because it is a judgment 
which springs from the general outlook and beliefs of the speaker, 
which reflects his views on what ends are the more desirable, and 
which therefore depends on his particular scale of values, in the 
philosophical sense of the word “values.” 

A value-judgment usually contains the word “ought” or “should” 
or speaks of the “right” course or the “best” policy. Some value- 
judgments are very widely accepted. For example, nearly everybody 
agrees that “the rich ought to be taxed more heavily than the poor.” 
But it is a value-judgment all the same; it cannot be proved or disproved 
as a statement of fact (such as “Doubling the tax on spirits would yield 
little more revenue, if any, because people would switch to beer or 
give up drinking”) can be proved or disproved. 

This is not to belittle the significance of value-judgments. On the 
contrary, they can be of tremendous importance; they can shake the 
world. Millions have fought and died for beliefs that can never be 
“proved” true. It is very desirable, to my mind, that such beliefs 
should be discussed at length. In this way, the meaning of a belief, 
which is often rather vague even for people who hold it strongly, can 
be made more precise; some beliefs can be shown to be inconsistent 
with one another; arguments can be advanced in favour of one opinion 
or against another. Yet always, in the last resort, we may come up 
against a blank wall. If somebody declares that he does not agree 
with a particular value-judgment, and remains unmoved by all per¬ 
suasions, there is nothing more to be done about it. There is no way 
on earth to prove that he is wrong. 



b INTRODUCTION 

I stress this point because so often in economic discussions somebody, 
perhaps somebody very eminent, will state an opinion, a value- 
judgment, as if it were beyond dispute, like the statement that the 
earth is round and not flat. The unwary listener may be tempted, 
especially perhaps if the speaker is himself an economist, to take the 
statement as an established fact of economic doctrine, like a “law’* of 
physics or chemistry, instead of for what it is, a belief which the speaker 
happens to hold and with which others have evei'y right to disagree. 

This book will discuss, necessarily in somewhat general terms 
because the relevant details change as time goes on, quite a number 
of controversial issues. I shall try to give the arguments for and against 
the main opposing views. On a few subjects I may express my owm 
opinion; in that event I shall warn the reader that I am doing so. 


3 . Economic Analysis 

A book on economics, if it is to be alive, must contain a number of 
facts and figures in order to give a realistic setting to the questions 
which it discusses. But no amount of facts and figures will explain 
how the economic system works and why things happen as they do, 
nor will facts and figures by themselves enable us to discuss the prob¬ 
able effects of various proposals intended to improve our economic 
life. 

Economics is concerned with explanation and discussion, with 
analysis rather than with description. It answers questions beginning 
with “why?” rather than with “how many?” or “how?” It docs not 
answer questions on policy taking the form “what should be done 
about it?” but it does discuss the probable effects of doing this or 
doing that, and thereby helps people to form their own opinions. 

The most satisfactory type of economic analysis, to my mind, is a 
discussion of some specific current problem. The relevant facts and 
figures can be set out, the reasons for the present situation can be 
explained, and the probable consequences of different proposals for 
improving it can be discussed. But there are many thousands of such 
specific problems, with new ones always cropping up and the relevant 
data always changing. The best we can do is to make our discussions 
rather general, with a few specific problems thrown in by way of illus¬ 
tration, and to hope that the reader will get a firm enough grasp of 
the methods of economic analysis to apply them himself to whatever 
particular questions interest him at the moment. 

I shall assume that most people consider desirable certain aims: 
full employment, higher standards of hving, improved working con¬ 
ditions, and a certain measure of economic equality and social security; 
the next chapter discusses these aims. On that assumption I shall 
consider what are the main influences affecting these aims, and the 
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part which is played by public policy in helping to achieve them. 
I shall try to explain the working of what economists call the price 
mechanism and, always on the assumption that the aims mentioned 
above are desired, what are its advantages and defects, and how the 
latter might be remedied. But I must repeat that the discussions 
will be, inevitably, somewhat general. For example, I shall give a 
general explanation of why some prices are higher than others, but I 
cannot give a detailed explanation of why the price of, say, wool is 
what it is, for there are far too many commodities to consider them all, 
and even if I did, the discussions would be out of date by the time they 
were read. 

One main feature of economic analysis is that it shows the whole 
picture. It takes the standpoint of the community as a whole and 
not of some particular section of it, and it takes into account the more 
distant as well as the more immediate consequences of economic action. 

Let us take a simple example. Suppose that a shop window is 
broken. Somebody may say that it is hard luck for die shopkeeper, 
but that it is an ill wind that blows nobody any good, and at any rate 
it will make work for the glazier. But if the shopkeeper did not have 
to pay for a new window he w'ould have been able to buy something 
else, perhaps a new suit, so that now the tailor loses an order. From 
the standpoint of the community, work must be done, materials and 
labour must be employed, on replacing the window which might 
otherwise have been employed in adding something to the assets of 
the counti*)^ instead of merely making good this damage. If an 
unbreakable glass, just as easy to make and therefore just as cheap as 
our present glass, could be invented, the country' as a whole would be 
better off. There would be less employment for glaziers, and some of 
them would have to find other jobs, but all the labour and material 
formerly employed in replacing windows could now be employed in 
producing something else that people want. It is quite wrong to think 
that the damage to buildings during a war is a good thing because 
it provides employment after the war. The labour and materials used 
in repairing past damage would have been used, had there been no 
war, to produce more and better houses for slum-dwellers and 
for the growing population, or some of it might have been diverted 
to other useful purposes; as things are, all this labour and material 
is tied up in merely making good the losses due to the war. 

Another main feature of economic analysis is that it stresses alter¬ 
natives. Every economic decision is a choice between alternatives. 
The cost of a thing, in the last resort, is not the money spent on it 
or the labour and materials employed on it, but the thing which was 
most nearly chosen instead, the alternative which was forgone. 
This economists call its opportunity-cost. The small boy with only six¬ 
pence to spend hesitates between chocolates and acid drops; the 
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opportunity-cost to him of the chocolates he buys is the acid drops he 
goes without. The student goes without lunch to take his girl to the 
pictures; his opportunity-cost is the lunch he did not have. The 
same idea applies to production. A farmer decides to grow barley 
rather than oats; the opportunity-cost of the barley is the oats which 
he might have grown instead. The cost of rearmament is a somewhat 
lower standard of living than would otherwise be possible—more guns, 
less butter. 

Economic analysis consists of logical reasoning like the reasoning in 
a theorem of Euclid. If there is a flaw in the reasoning, it can be 
exposed and has to be admitted. Hence no differences of opinion are 
possible about the reasoning, if it contains no flaws. The conclusions 
follow inevitably from the assumptions because they are implicit in 
the assumptions. For example, if we assume that a monopolist will 
maximize his profits and that we know what his total receipts would 
be and also what his total costs would be for any given weekly output, 
we can say exactly what output he would produce: it would be that 
output which maximized his profits (total receipts less total costs); 
and what price he would charge (total receipts divided by the number 
of units produced and, by assumption, sold). 

Why, then, do economists sometimes disagree with one another? 
The main reason is that they disagree about what assumptions are true 
of the real world and should be applied, therefore, to the problem 
under discussion. By applying flawless logic to wrong assumptions 
you can arrive at some very odd conclusions. I am reminded of the 
man who, on the advice of a friend, took off his shoes, lied the laces 
together, carried the shoes in his mouth, and went up the stairs on all 
fours, in order not to wake his wife. His procedure was quite correct, 
but when he came to the top he found himself on Waterloo Station. 
Some economists appear to me sometimes to get to Waterloo Station 
by logic or mathematics in which there is no flaw. It is their assump¬ 
tions which I think are wrong, and as their assumptions are about 
the way people behave, or would behave in certain circumstances, 
there is plenty of room for disagreement. 

Another possible reason why economists may disagree on issues of 
policy is that they have different scales of values. They may agree 
on the assumptions and on the analysis, but not on what should be 
done. 

Suppose, for example, that a proposal were made that the Govern¬ 
ment should pay, out of its revenue from taxation, £5 a week to every 
adult. Some economists might think that a good many people would 
take their £5 a week and would not bother to do any paid work, and 
that the high rates of tax needed to provide the money would induce 
other workers to do less work than before. Others might think that 
there would be very little loafing and that higher taxation might lead 
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people to work harder. This is a disagreement about assumptions. 
Now suppose that two economists agreed with one another that there 
would be quite a substantial fall in output and therefore in general 
standards of living. Nevertheless one might favour the proposal and 
the other oppose it, because the former thought the consequent “social 
security” for all, due to the minimum guaranteed income of £5 a 
week, would be worth having at the cost of lower standards of living, 
and the latter did not. They would make different value-judgments. 

There are many matters on which nearly all economists are in 
agreement but on which the general public, through sheer ignorance, 
holds opposite views or has no view at all. On questions about which 
economists disagree it is surely both interesting and important for the 
ordinary citizen to understand exactly what the problems are and why 
some economists are in opposite camps. Economics does not offer 
cut-and-dried solutions for every problem. It can help you, however, 
to see a problem in all its aspects, to look for the hidden or remote 
consequences as well as for the obvious and immediate ones, and to 
understand the arguments for all the conflicting opinions in so far as 
they are based on knowledge and reason. 

4 . Activity and Wants 

The world is at work. The farm labourer is in the fields, tending the 
cattle or sowing the seed or gathering the harvest. The factory^ worker 
is controlling the machines, feeding them with the raw' materials which 
they transform into manufactured goods. The miner is extracting 
mineral deposits from beneath the surface of the earth. The clerk is 
recording transactions in the office. The doctor is advising 
patients in his consulting room. The teacher is instructing pupils in 
the school. Transport workers are moving persons and goods from 
one place to another, by land or sea or air. By telegraph and tele¬ 
phone, by cable and wireless, orders and instructions are transmitted 
with amazing speed. The wheels of economic activity are whirling 
round. 

Why does all this activity take place? Every wage-earner, for 
example, knows well enough why he goes to work. He may like his 
job, or he may not; in any event, he goes to work in order to earn 
wages. But he does not want the money which his employer pays him 
for its own sake; he wants it for what it will buy. He wants it in 
order to satisfy, as far as possible, his wants for what I shall call con¬ 
sumers’ goods—that is, for food, clothing, house-room, and all the 
other things the consumption of which constitutes his standard of liv¬ 
ing. If he had no such wants, or if his wants could be satisfied 
without any effort on his part, he would not go to work. He works 
that he may eat, or, more generally, that he may consume. 
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This is equally true of everybody who contributes towards economic 
activity, whether by his personal exertion or by investing his money 
or permitting others to use his property. It may be that a man will 
choose a job that he prefers rather than one that is better paid; it 
may be that a business man will sometimes sell cheaply, from motives 
of charity, to a poor customer. But the vast majority of people engage 
in economic activity mainly in order to get a money income, and they 
want the money to purchase consumers’ goods. I may remark, in 
passing, that this by no means implies that most people are selfish or 
sordid or base. A person’s character will show itself in the way he 
disposes of his income. He may spend most of it upon his wife or 
children or other dependants; he may give largely to charity. But he 
wants a money income to provide himself and his family with con¬ 
sumers’ goods; it is the wants which consumers’ goods satisfy that give 
the main stimulus to economic activity. 

If we turn from the motives of an individual to the functions per¬ 
formed by different kinds of economic activity, we find that the whole 
productive apparatus is directed towards producing consumers’ goods. 
Only a small part of the work of the world consists of givdng tlie final 
touches to consumers’ goods and delivering them to the final consumer. 
Behind the shopkeeper who sells, let us say, a cotton shirt there stretches 
a vast army of workers, all of whom, aided by natural resources and 
buildings and machinery and means of transport, have played tlieir 
part in making possible the presence of the shirt in the shop. There 
are the workers on the cotton plantation, in the ginning works, in the 
spinning mill, in the weaving shed, and in the w'orks which bleaches 
or prints or dyes the cloth, and in the factory which makes the shirt. 
There are the transport workers—lorry-drivers, railwaymen and sea¬ 
men. There are the bankers and merchants, and their clerks. And 
even so, the catalogue is far from complete. The miners who hewed 
the coal to make the coke to feed the blast furnace wiiich made the 
pig-iron which made the steel which made the spindles contributed 
only a very tiny part indeed towards the shirt. But it was a necessary 
part, and the ultimate object (from the standpoint of the community) 
of their labour was achieved by the consumption of the shirts which it 
helped to produce. 

It is easy to see that the whole economic apparatus depends upon 
sales and, ultimately, upon sales to the final consumers. A worker in, 
say, a spinning mill works in order to get wages. Why does his 
employer pay him wages? Because he hopes that his receipts from the 
sale of the yarn will exceed his various expenses, including the wages 
that he pays, and will thus yield him an income for himself. And 
why do other firms buy his yarn? Clearly for the same reason: they 
hope to sell the cloth at a price which will give them a profit. But, in 
general, yarn and cloth are not wanted for their own sakes; they are 
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intermediate products in a chain of processes that culminates and has 
its purpose in the consumption of cotton clothing. One intermediary 
buys from another in the hope that, after transforming the commodity 
into a form more suitable for satisfying wants, he in turn will be able 
to sell it at a profit. The chain may be very long, but always at the 
end of it stands the final consumer who buys the consumers’ goods. 

I conclude, therefore, tliat the rationale of economic activity is to 
satisfy human wants by producing consumers’ goods. 

5. Specialization and Money 

If we look at what people in Great Britain ^ are doing, the answer is, 
in round figures, as follows. The total population is nearly fifty 
million, of whom over eleven million are children under fifteen, and 
over fiv'C million are more than sixty-four years old. The working 
population—which by convention excludes housewives and others doing 
unpaid work—consists of 15-9 million males and 7*6 million females. 
It is divided among industries as shown below— 

Working Population of Great Britain, Mid-1954 

Millions 


Armed f'orces ....... 0*8 

Agriculture, Forestry, and Fishing . . . . 1*1 

Mining and Qiiarrying ...... 0*9 

Manufacturing . . . . . . .9*0 

Building and Contracting . . . . .1*4 

Transport and Communication . . . . 1*7 

Distributive Trades . . . . . .2*7 

National and Local Government Service . . T3 

Other ......... 4*4 

Unemployed ........ 0*2 


23*5 

The two biggest groups under “Manufacturing” are Metals, 
Engineering, including Shipbuilding and Vehicles, (4*4 million) and 
Textiles and Clothing, including Footwear (T7 million). 

Of course much more detailed figures are available; they are given 
from time to time in the monthly Ministry of Labour Gazette, The 
above summary is reproduced only to give the reader a very broad 
general picture of what people are doing. 

One fact that stands out from this table is that hardly any workers 
except farmers produce for themselves more than a small fraction of 
the goods and services which they consume. By tending a machine or 
driving a lorry or serving behind a counter or writing figures in a 
ledger a man can make food appear in his larder, clothing in his ward¬ 
robe, and furniture in his home. Even the farmer who grows, say, 

^ The United Kingdom consists of Great Britain and Northern Ireland. The latter 
has a population of some 1J million. 
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wheat usually leaves it to others to mill the wheat into flour, to make 
the flour into bread, and to deliver the bread to his home. The bread 
will probably be made from flour containing mainly imported wheat, 
it will contain other ingredients, such as sugar and yeast, and the 
farmer will spend only a small part of his income on bread. This is 
an age of specialization. Make a list of the different things which your 
family buys in a week. Trace where they come from, where their 
ingredients came from, how they were made, how much “transport 
and distribution” was needed to get them to you, and you will find 
that many thousands of workers have made some contribution, how¬ 
ever small, to providing you with them. 

The rest of the world plays its part in providing us with goods. 
About half our food, a large part of the materials used in our industries, 
and some of the manufactured goods we buy, are imported. In order 
to pay for tliem, millions of our workers, especially in the manufactur¬ 
ing industries, assist in one way or another in producing goods for 
export. 

All the thousands of people \vho co-operate, in effect, to provide 
your household with the goods which it consumes do not know one 
another, nor do they know you. The whole complex system by which 
we are provided with consumers’ goods is impersonal. It works through 
the use of money. The workers are paid in money and do not need 
to know anything about all the other workers who contribute towards 
the finished product that finally reaches your home. You pay money 
for it, and do not need to know anything about the network of specia¬ 
lized effort which gets it to your door. 

I discuss money at length later in this book. But its importance 
should be appreciated at once. It is a generally accepted means of 
payment. In itself it may be paper or metal worth very little, but 
people will accept it at its face value in payment for their services or 
products because they know that they can pass it on and buy with it 
whatever they want. As long as people will accept it, all is well. 
When for any reason they lose confidence in it and refuse it, something 
acceptable must be used instead. 

We probably think of money as cash—paper notes or cupro-nickel 
and copper coins. Many of the payments made by final consumers 
are made in cash. But a much greater value of transactions takes 
place between firms, to pay for the materials which they buy, for 
goods changing hands in bulk, and for other business dealings. Such 
payments, as well as some payments by final consumers, are made by 
cheque. However, cheques are accepted because they can be turned 
into cash if necessary, so that these remarks apply to cheques as well as 
to cash, with the proviso that you will not usually part with goods to a 
stranger until after his cheque had been paid by the bank and credited 
to your account. 
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Another purpose served by money is to act as a unit of account. 
Prices are expressed in money. Without money as a common measure 
of value it would be impossible to compare the costs of different 
possible methods of production or to judge whether receipts would 
cover costs. 

Only a primitive system of self-supporting villages, with perhaps 
some barter transactions with the rest of the world, could survive with¬ 
out the use of money. Our present complex system, with its high 
degree of specialization, depends on money as a generally acceptable 
means of payment, and on prices for the purpose of making economic 
calculations. 


6. Economic Decisions as Choices 

People are constantly deciding how they will use their time and energy 
and property and how they will spend their money. Millions of such 
decisions are made every day. It is these decisions which determine 
the nature and extent of economic activity. They are the motive 
force which operates the price mechanism. The decisions taken by 
some people today may affect prices and thereby induce other people 
to act differently tomorrow, or at least as soon as they can manage to 
respond to the changed conditions registered by the consequent changes 
in prices. 

We may divide economic decisions into private decisions and 
business decisions. There are four important kinds of private decisions: 

1. A man must decide how he will divide his time between re¬ 
munerative work and leisure. 

2. He must decide how much of his income he will spend, upon 
present consumption, and how much he will save, in order to provide 
for the future. 

3. He must decide in what form he will hold his assets: how he 
will distribute the total value of his assets among different kinds of 
assets. 

4. He must decide hoK\ he will distribute his expenditure among 
different consumers’ goods. 

Clearly these decisions are all connected with one another. The 
size of his income will vary with the amount of work he does, and if 
he decides to save more, the total value of his assets will be greater, 
and the sums available for current expenditure will be less, than they 
would otherwise have been. A fifth kind of decision is sometimes 
important: the decision to choose one job rather than another. In so 
far as a worker prefers one job to another, and is prepared to forgo, 
up to a point, a higher wage in order to take the job he prefers, this 
kind of decision also should be classed as “private.** 

Later I shall discuss these decisions at some length. For the moment 
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I shall confine myself to some general remarks about them. To begin 
with, I have called them “private” because they all depend upon the 
tastes of the persons concerned. Different people have different tastes. 
One man is glad to work longer hours in order to get more pay, while 
another prefers his leisure; one man is thrifty, and another is a spend¬ 
thrift; one loves garlic, and another hates it. There is no accounting 
for tastes. Unless we know the tastes of a person, it is impossible to 
predict what he will do when constrained to make the kind of choice 
under discussion. 

I may point out at once that all these choices relate to the appor¬ 
tionment of some fixed total among different “uses.” Twenty-four 
hours a day, a given money income, a fixed total v^alue of assets, a 
definite sum available for expenditure, has to be distributed, and the 
more of it is devoted to one use the less of it is available for other uses. 
As time goes on, the size of the total available may change (except 
for the twenty-four hours a day). The man may get a bigger income, 
or may decide to save more, or the value of his assets may rise, or 
conversely. He may then divide the total among different uses in 
different proportions, even if his tastes remain the same. But at the 
moment when he makes his decision, the total is fixed. If there were 
no such limitations, if everybody could have everything he wanted 
without any effort, there would be no need to make choices, involving 
the sacrifice of alternatives forgone, and there would be no economic 
problems. Economic problems arise precisely because people are 
compelled to choose. 

The word “decision” suggests a deliberate choice made after care¬ 
fully considering, and rejecting, possible alternative courses. Many 
economic decisions arc made in this way; most people have to watch 
their shillings, if not their pennies, and cannot afford to be careless. 
But some decisions are made impulsively, on the spur of the moment, 
and others would perhaps not be called “decisions” in ordinary speech, 
for they are the result of habits formed in the past; people may just 
go on doing what they have done before, until something happens to 
make them consciously ask themselves whether they would not prefer 
to do something different. Nevertheless all such acts of choosing, 
whether deliberate or impulsive or the result of habit, can be treated 
as “decisions,” for we are trying to explain how the economic system 
works and are therefore interested in the results of these acts of choos¬ 
ing, and the results arc the same however much or little deliberation 
took place before they were made. 

I turn now to “business” decisions. These arc made by the person 
or committee controlling the policy of a firm. I shall use the term 
entrepreneur to stand for such a person or committee. The entrepreneur 
must decide what his firm shall produce, how large its output shall be, 
what methods of production shall be used, and where its various 
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establishments shall be located. Later I shall discuss such decisions at 
Jength, For the moment we may merely note that, provided we make 
tlie reasonable assumption that the entrepreneur wishes to get as big 
an income as possible for himself (supposing him to have already made 
his “private” decision as to how much time he will devote to his 
business rather than to his leisure), these decisions arc not questions of 
taste. On the contrary, if we know the different alternatives that con¬ 
front an entrepreneur, we can often predict exactly which course he 
will adopt, for often one course will clearly give him a bigger income 
for himself than any other. The main reason why we cannot always 
predict what he will do is that he may sometimes give considerable 
weight to his belief that various prices will change in one way rather 
than another, and we cannot say a priori whether he will take an 
optimistic or a pessimistic view. 

The great problem for a community, regarded as an economic 
organization, is what to produce. Its members want consumers* goods, 
but it is quite impossible to provide everybody with as many con¬ 
sumers* goods, that is with as high a standard of living, as he would 
like. If all people were like Jains—members of an Indian sect who 
try to subdue and extinguish their physical desires—it might be done. 
If consumers’ goods descended frequently and in abundance from the 
heavens, it might be done. As things are, it cannot be done. There 
are itot enough consumers* goods to satisfy wants at all fully—only 
the fortunate few are rich enough to have practically as high a stan¬ 
dard of living as they wish. \Vhy are there not enough consumers* 
goods? All goods, except gifts of Nature, are produced. In order to 
produce them we need such things as land and labour and machinen\ 
Economists call such things means of production or factors of produc¬ 
tion. Consumers* goods are scarce, relatively to the desire for them, 
because means of production are scarce. Man’s energy is limited, and 
to multiply the people would also multiply the need; and there is not 
an unlimited amount of good land and natural resources or of plant 
and equipment. Hence total output is limited. 

But a community must somehow decide how its available means of 
production shall be used. For many of them are capable of alter¬ 
native uses. Much land can grow any one of several crops, or can be 
used for pasture for different kinds of animals, or can serv^e as a golf 
course or a park or a building site. Much labour can be used for any 
one of a number of different tasks, and many buildings and machines 
can serve any one of several purposes. It is clear that if more land is 
used for growing wheat, less is available for other uses, if more labour 
is used in making armaments, less is available for other industries, and 
so on. Thus a community in deciding how means of production shall 
be used is deciding what assortment of goods shall be produced out of 
the infinite number of alternative assortments that could be produced 
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from the means of production available. That is, it is deciding which 
wants shall be satisfied at the expense of leaving others unsatisfied. 


7. John Maynard Keynes 

The late Lord Keynes was one of our great men. As a thinker, 
scholar, and writer, as an administrator and counsellor of the Govern¬ 
ment, as a patron of the arts, he was outstanding. He has made a 
deep impression on economic thought; some of his followers would 
claim that he has revolutionized it. 

His main work is The General Theory of Output^ Employment^ and Money ^ 
published in 1936. In the language now fashionable among econo¬ 
mists, it is mainly a book on macro-economics y whereas Alfred Marshall’s 
Principles of Economics y published in 1890 and generally accepted as the 
leading English work on economics, is concerned mainly with micro¬ 
economics. Macro-economics deals with aggregates such as total output, 
total expenditure on consumers’ goods and on investment, the average 
level of prices, wages, and interest rates, and how these aggregates 
affect one another and act on the economic system as a whole. Micro¬ 
economics deals more with the Theory of Value and discusses the 
reasons for differences in prices, wage rates, and so forth. Clearly a 
comprehensive view must cover both macro-economics and micro¬ 
economics; it may be claimed that the former was not sufficiently 
considered before Keynes. 

Our preceding section pointed out that if the community wants 
more of this, it must have less of that. But if there is hcav^^ unemploy¬ 
ment of labour and resources, this is not true. We can have both 
more guns and more butter if we can set the unemployed to work. 

One of the most important lessons that economics can teach is to 
distinguish between situations when we can have more of something 
without giving up anything else and situations when we have to weigh 
the gain from more of X against the consequent loss from less of T 
Unfortunately, the latter type of situation is by far the more frequent. 

An outstanding example of the former is the achievement of the 
United States during tlie war, when the output available to civilians 
was maintained at above pre-war levels despite the gigantic war efibrt. 
This was done partly by working longer hours and by bringing in 
women and retired workers, but it was partly due also to the absorp¬ 
tion into employment of several million workers who were formerly 
unemployed. 

A small-scale illustration, based on fact, may be of interest. In a 
certain country there was a mill producing coconut oil from copra. 
The price of coconut oil was fixed by the Government. The mill was 
paying a certain price for copra, but was getting relatively little copra. 
The coconut growers preferred to pound their nuts into a crude type 
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of coconut oil, which they could do very cheaply, and to use the 
residue for feeding to pigs. It was too oily and made the pigs too fat 
and their flesh rather rancid, but the growers preferred to do this 
rather than to make copra at the price offered. So the mill was work¬ 
ing far below capacity and making losses. Then the mill was induced 
to ofl'er a substantially higher price for copra. The copra came pour¬ 
ing in, and the mill made a profit, although the price of its coconut oil 
remained fixed at the old level. The copra cake, a by-product of the 
coconut oil, was mixed with other things to provide a better diet for 
the pigs. So the people were better off because they had a better 
type, literally a more refined type, of coconut oil, and better pork; 
the coconut growers were better off because they got more for their 
copra; the mill was better off because it made a profit. And the secret 
was simply that there had been a lot of idle capacity in the mill which 
was now brought into use. 

The scope for increasing output by using labour and resources at 
present unemployed or under-employed is usually, as I shall argue 
later, vciy limited. At present, for example, we have little unemploy¬ 
ment or idle capacity in Great Britain. Nevertheless we should always 
bear this possibility in mind. I shall discuss some of Keynes’s views 
at the appropriate places, and meanwhile we may remind ourselves of 
this general point by defining economics—not that a formal definition 
matters much—as the study of the factors affecting employment and standards 
of living. Before Keynes, I for one should have left out the word 
“employment.” 


8. The Plan 01 this Book 

I’he following chapter discusses the aims of economic policy: full 
employment, higher standards of living, improved working conditions, 
and a certain measure of economic equality and social security. As 
we shall see, these aims arc to some extent incompatible with one 
another, and some measures which help one of them may hinder 
another of them. Nevertheless, I think that most people regard each 
of these aims, taken by itself, as desirable, and would agree that 
together they cover the main objectives at which economic policy 
should aim. To put the point the other way round, they think of unem¬ 
ployment, poverty, bad working conditions, and too much inequality 
and insecurity, as the major economic evils. 

Our task, therefore, is to explain what are the influences affecting 
the amount of unemployment, the levels of standards of living and 
working conditions, and the extent of inequality and insecurity; and 
how public policy can help to shape the economic world nearer to 
man’s desire, or, at any rate, nearer to the wishes of the majority. 

The most important of the basic economic platitudes is that 

R B.F. 
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standards of living depend on output. You cannot share out more than 
there is to share. The more is produced, the more there is to share, and 
the less is produced, the less there is to share. Improvements in pro¬ 
ductivity, in the amount produced per man-hour, make possible either 
higher standards of living or better working conditions (especially 
shorter hours of work) or some of each; to that extent, standards of 
living and working conditions can be grouped together, both depend¬ 
ing on productivity. I shall have a good deal to say, therefore, about 
output or production. 

Part I is introductory. In addition to the present chapter and to 
the following chapter on the aims of economic policy, it contains two 
more preliminary or “background” chapters. Chapter III is about 
the framework of social institutions. It discusses the fundamental 
economic institutions of a free society, namely private property, free¬ 
dom of enterprise, and freedom of choice for consumers; and it con¬ 
siders the part played by the Government in controlling and regulating 
economic activity in a free society. Chapter IV, on the national 
income, gives a broad general view, call it a macro-economic view if 
you like, of such an economy. It shows how the aggregate output is 
continually being shared out among individuals, and appearing as indi¬ 
vidual incomes, and how it is used, most goods being consumed and 
some being added to assets. 

Part II discusses some very important factors affecting the amount 
produced per worker. These factors exert their influence however 
the community is organized. They are equally relevant to Russia or 
the United States or a South Sea island. But as our chief interest is in 
Great Britain, I shall draw my illustrations mainly from this country. 

But in addition we must study the effects of a more or less freely- 
working price system upon what is produced, and by what methods, 
and in what places. We must see how the price system makes the 
whole machinery of production respond to changes in conditions, con¬ 
tinually adjust itself to new situations. This is a part of the story which 
does not apply, or applies only to a very- limited extent, to a country 
where nearly all economic life is planned and directed from the centre, 
or to a primitive community which makes little use of money and 
prices. Part IV discusses the wwking of the price system, its merits 
and its defects, and how it affects output. The way is paved for Part 
IV by Part III, which explains how prices are formed })y the play of 
the forces which can be grouped under the twin heads of demand and 
supply. 

All this discussion of output would flow more smoothly, as a piece 
of logical exposition, if we could consider a closed economy —an isolated 
self-sufficient country without any foreign trade. Everything which 
such a community consumes it must itself produce, for there is no 
outside source from which it can come. In the same way, everything 
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which it produces must be either consumed by its own population or 
added to the assets within its borders. This is true of the world as a 
whole but not of any one country, and certainly not of Great Britain, 
A considerable part of British output is for export, and much of what 
we consume is imported. Our population of 50 million could not 
maintain anything like their present standards of living if they had to 
forgo the advantages of foreign trade and to restrict their consumption 
to what they themselves produced. 

The large part which international trade plays in our economy does 
not in any way invalidate our general conclusions about the import¬ 
ance of output. Exports are needed to pay for imports, and exports 
must be produced. But international trade, including questions of 
foreign investment and of external aid given to Great Britain (for 
example, by the United Stales) or by Great Britain (for example, to 
her Colonies), is a subject that calls for separate discussion. Clearly 
we are better off than before if, output remaining the same, our export 
prices rise or our import prices fall. The quantitative importance of 
international trade varies with the proportion of a country’s output 
that is exported. In the United States the proportion is low, and 
American writers do not usually discuss this subject very fully: “5 per 
cent of the output, 5 per cent of the space,” as one American writer on 
economics told me. In Great Britain, international trade is more 
important, and I discuss it at some length in Part VII. 

Part \’ deals with the subject of economic inequality. It discusses 
the distribution of the national income among individuals, with 
special reference to wages, interest, and profits. It also supplements 
our discussions of the price system. For while earnings and property 
incomes are clearly incomes to their recipients, wage rates and rates of 
interest arc ‘"prices,” parts of the price system, and play a major part 
in the working of the economy. 

Part \T is on Money and Banking. I have already stressed the vital 
part played by the use of money and of prices expressed in money. 
Part \T discusses this subject in some detail. It explains also the 
factors affecting the Vcilue, or purchasing power, of money. This is a 
question of especial importance to the millions of pensioners, “small 
savers,” and workers on fixed salaries, who suffer when the cost of 
living rises and their money buys less. For therp, social security means 
first and foremost maintaining the value of the pound sterling in terms 
of what it will buy. 

We seem to have left unemployment rather on the side-lines instead 
of placing it, as the followers of Keynes would place it, in the very 
centre of the picture. But it is never forgotten; w^henever it is relevant 
I refer to it; and Chapter XXIII discusses it at length. 



CHAPTER II 


THE AIMS OF ECONOMIC POLICY 

The most important aims of public policy, in my view, arc the main¬ 
tenance of liberty and of peace. We must safeguard our civilization 
and its ideals of personal freedom—freedom of thought, speech, and 
religion—from external aggression and if possible w^e must achiev^e 
this aim without the horrors, misery, and devastation of war. Another 
major aim is to maintain law and order and to see that justice is done 
to all. These aims lie outside the field of economics, although a ques¬ 
tion such as how to provide for expenditure on Defence or Police is an 
economic question. 

Within the field of economics, the broad objective that most people 
desire is freedom from w^ant. The aims discussed below are all part of 
this objective, except for the aim of better working conditions, which 
relates to people as producers and not as consumers. 

1. Fi ll Employment 

“What if I should lose my job?” That is the dominant fear, so far as 
their economic lives are concerned, of the great majority of employed 
workers. And they have reason for it. There was virtually no unem¬ 
ployment during the war, and since the war jobs have been easy to 
find, but the memory of the years between the wars is still clear and 
strong in the minds of the older generation. During the nineteen- 
twenties the number of unemployed in Great Britain averaged a 
million; in the Great Depression of 1930 to 1932 it rose to a peak of 
nearly three million; and for the rest of the decade it averaged about 
one and a half million. 

The chance of becoming unemployed, even in the period of heavy 
unemployment between the wars, was only about one in ten, taking 
one year with another. It was considerably higher in the exporting 
districts, where unemployment was concentrated, but it was lower in 
the rest of Great Britain. But most workers are not reassured by such 
calculations. The danger may be small, but it is always there; if 
another general world depression, like that which began in the autumn 
of 1929, should come upon us, the danger would become much 
greater; and each says to himself, “It may be my turn next.” If the 
breadwinner is out of work for any length of time, the standard of 
living of his family may be drastically lowered, their plans upset, their 
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hopes destroyed. True, there is unemployment insurance and, in the 
last resort, national assistance. But the income from these sources is 
less, for the higher-paid workers much less, than what the bread¬ 
winner, or bread-winners, used to earn. Moreover, a worker likes to 
feel that he is playing his part in the community; to be “on the dole” 
for long hurts his pride and saps his morale. It is no wonder, then, that 
“full employment” has stepped out of the pages of the economic text¬ 
books to become one of the most powerful political slogans of our time. 

A certain amount of unemployment, however, is inevitable. On 
any given day some workers, such as builders and fishermen, will not 
be working because the weather is too bad; some will be at home 
through sickness; some, whose work is of a seasonal or intermittent 
nature, will be temporarily unemployed; some will have lost or left 
one job but will soon find another. This last point is very’ important; 
I shall return to it shortly. 

'rhe foregoing list of reasons is not complete, but it will suffice to 
show that “full employment” does not mean a complete absence of 
unemployment. For example, in the prosperous years just before the 
Great Depression, the United States had, in any realistic sense, full 
employment—but she had at the same time nearly two million out of 
work. It is generally accepted that for Great Britain it w'ould be con¬ 
sistent with full employment to have over half a million out of work. 
Provided that the unemployed are a changing army, no large number 
being out of work for a prolonged period, and provided that those who 
are out of work can be tided over by unemployment benefits, this more 
or less temporary’ unemployment does no serious harm. It is unem¬ 
ployment over and above this minimum which we should try' to 
prevent, and especially the heavy unemployment due to general 
depressions of trade. 

One of the basic platitudes of economics is that economic progress, 
and therefore improvements in standards of living, cannot take place 
unless the economic system is flexible. If everybody insists on doing 
exactly the same job, in the same way', in the same place, for ever and 
ever, there can be no progress, no improvement, but only stagnation.^ 
In Great Britain, at the moment of writing, this seems to be the mood 
of many workers. They want to be guaranteed their present jobs; 
they arc reluctant either to move their homes to another place or to 
change their present occupations. If the Government were to adopt 
this interpretation of “full employment,” and were to try to avoid 
any’ changes, the result would be worse than stagnation. For Great 
Britain relies heavily' on foreign trade to provide her with food and 
with raw materials for her industries. She pay's by her exports. Con¬ 
ditions are constantly changing. Her customers want rather different 

^ Except for the gradual improvement which may come about by new entrants 
(mostly boys and girls leaving school) going where they are most needed. 



22 


INTRODUCTION 


things this year from what they wanted last year, and if the sales of 
British exports are to be maintained, their wishes must be met; her 
rivals adopt improved methods of production, and if Great Britain is 
to keep well in the picture, she must do the same. Otherwise her 
exports will fall off, she may not be able to pay for the raw materials 
she needs, and a policy of trying to maintain full employment by main¬ 
taining the status quo may result in the very evil that it strives to avoid 
—heavy unemployment, especially in the export industries. 

For the home market, too, constant adaptation to changing condi¬ 
tions is desirable. The tastes of consumers change; why should they 
not have what they want now instead of what they had last year? 
Technical progress shows us improved methods of production; why 
not obtain a greater output by adopting them, even at the cost of some 
unemployment? 

If, therefore, we want economic progress, a certain amount of 
unemployment is inevitable. At any given time, some workers will 
have lost or left their old jobs but will soon find new ones where they 
can be of more service to the community. 

The loss of output due to unemployment that is avoidable is rela¬ 
tively small. Since the war, most countries have had fairly full employ¬ 
ment—some contend, for the reasons just given, that in Great Britain 
there has been over-full employment, because there has been too little 
flexibility—and I shall therefore look at the period between the wars, 
including the Great Depression. 

We must remember that some workers are not employees; they are 
working on their own account or are employers. Most countries are 
not very industrialized. The majority of their workers are engaged in 
agriculture, and the smallholding or family farm is predominant. 
These workers did not become unemployed during the Great Depres¬ 
sion. The world output of agricultural products did not fall, whereas 
the world output of industrial products fell by 30 per cent. The 
farmers and peasants suffered heavy reductions in their incomes, 
because the prices of their products fell, in some important instances 
by more than half, but for the most part they kept on working. They 
were their own employers, and they could find no better jobs to move 
to; they just had to put up with cuts in their incomes of a size which 
organized industrial workers would not dream of accepting. Hence 
we must measure the loss of output not with reference to the total of 
employed wage-earners and salary-earners, but with reference to the 
total working population. 

In Great Britain unemployment was heavier than in most countries 
between the wars. Yet if we take avoidable unemployment as any¬ 
thing above the low figure of half a million, the average amount of 
avoidable unemployment between 1920 and 1939 was only about 
800,000 a year, which is 4 per cent on her working population of 
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about twenty million. The actual loss may have been less, for on 
the whole the unemployed may have been somewhat less efficient 
than those who kept their jobs or found new ones, and the under¬ 
employment of resources such as factories and mines may have been 
less than the under-employment of labour. But let us call it 4 per 
cent. 

This is a significant loss, and the suffering and anxiety^ to which it 
gives rise cannot be measured. We should certainly try to avoid it. 
But the loss to output is not catastrophic. Compare it with the gain 
from technical progress, combined with the growth of plant and 
equipment and other “capital.’’ Science and invention continually 
give us new and better methods of production and new and better 
products. The consequent gain in output is more marked in industries 
such as manufacturing than in “service” industries such as the dis¬ 
tributive trades. But on the average it amounts to between 2 and 3 
per cent a year in Great Britain. And this gain is cumulative. The 
average British worker is producing well over 50 per cent more per 
man-hour than he was just after the first world war. This far out¬ 
weighs the 4 per cent loss due to preventible unemployment. Keynes 
and his followers were greatly influenced, I think, by the heavy' and 
prolonged unemployment in the United States from the autumn of 
1929, when the Great Depression began, until the outbreak of the 
world war. Throughout this period, unemployment in the United 
States av’eraged ov^er ten million, seldom falling below eight million 
and in the worst years (1931-33) rising to more than twelve million. 
But such heavy and prolonged unemployment has no parallel in 
history. Nor, despite the gloomy forecasts of some economists, has it 
recurred. In such a situation, the central problem of economics—how 
best to distribute labour and other resources among alternativ'e uses— 
apparently disappears, for it is possible, by setting unemploy'ed labour 
and other resources to work, to hav'e more of some things without giv¬ 
ing up anything else. We are in a world of slump, expounding the 
economics of slump. 

The present book do^ not follow these lines. I assume that, thanks 
partly to the contributions to economic thought made by Keymes and 
his followers, heavy and prolonged general depressions of trade can 
and will be avoided in the future. I therefore assume moderately full 
employment during most of the book; but Chapter XXIII is devoted 
to the problem of preventing general depressions and avoiding heavy 
unemployment. 

Some writers, influenced by the Great Depression, used to argue 
that heavy unemployment w^as inevitable under “capitalism,” that is 
to say% under a free-enterprise system as distinct from a completely 
planned economy , such as that of Soviet Russia. I repeat, there is no 
proof that this view' is right, and the post-war facts are against it. But 
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suppose it were true. We might still prefer the greater liberty of a 
free economy, even at the cost of occasional slumps. 

The demand for full employment is sometimes interpreted to mean 
that the Government should provide jobs for all who want them. But 
the danger is that if the numbers applying became large—as they 
might do if the wages and working conditions were good—the Govern¬ 
ment would have to embark on projects with a value well below their 
cost. This means that it would be employing workers, in practice 
largely on pick-and-shovel work, who had been attracted to the Gov¬ 
ernment from other occupations where their services were more 
valuable to the community. There is also the further point that workers 
often do not exert themselves as much on such “relief work” as when 
they are working under the supervision of a private employer, with 
the risk of losing their jobs if they are too inefficient. In my view, the 
best course is for the Government to create conditions under which 
most workers can find jobs in the normal way, and to include in public 
works programmes only those projects that are really worth while. 
It may well, however, have a large and flexible programme (and in 
this context local government and other public authorities are included) 
of public works really worth undertaking, and it may accelerate this 
programme when unemployment increases.^ 

I conclude therefore that “full employment” does not mean a com¬ 
plete absence of unemployment, and that economic progress will be 
retarded if it is interpreted to mean “no change” or “guaranteed jobs 
for all.” Public policy should aim at creating or maintaining condi¬ 
tions under which a high and fairly stable level of employment can be 
achieved. It should aim in particular at preventing heavy and 
prolonged general depressions of trade. 

2. Higher Standards of Living 

The man in the street and his wife want a better and more varied diet, 
better clothes and more of them, better housing, a better education for 
their children, more opportunities to travel and to enjoy themselves; 
in general, more of the necessities, comforts, amenities, and pleasures 
of life. The phrase which covers all these things is standard of living. 
They want a higher standard of living. 

And the general aim of economic policy is to maintain and improve 
the standards of living of the people. This general aim, of course, 
covers a large number of more specific aims, such as improving stan¬ 
dards of nutrition (especially, perhaps, for children) and of housing, 
ensuring that adequate health services are available for all, providing 
public parks and playgrounds, and so forth. At times, standards of 
living must be sacrificed to some extent in order to provide better for 

^ On all this, however, see Chapter XXIII. 
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Defence, and people may differ as to how far this sacrifice should go; 
it was on this issue that Mr. Bevan and others disagreed with the 
official Labour Party policy in 1951. Again, people may disagree on 
how much weight should be given by the Government to different 
constituents of standards of living: for example, some think that the 
British Government has been spending too much on health services 
and other “welfare” measures, and that it would be better to reduce 
public expenditure on these purposes, reduce taxation, and leave 
people more money to spend for themselves. But all such disagree¬ 
ments are about the best means of achieving the general aim. There 
is no dispute about the general aim itself, which is to maintain and 
improve standards of living. 

How this can best be done is what this book is about, and what 
every general text-book on economics, from the time of Adam Smith 
and earlier, has been about. Or perhaps I should say rather that 
economics discusses the various factors affecting standards of living: 
why, in the words of Edwin Cannan {Wealthy 1913), we are all as well 
off (or as ill off, if that way of putting it be preferred) as we are, and 
why some of us are better off than others. It is only taking one step 
further for a writer to express his own conclusions on the general lines 
w^hich he thinks public policy should follow. But it is an important 
step, involving the personal judgments of the writer on what aims are 
desirable and how people would respond to different possible measures 
of intervention, or non-intervention, by the Government, and how, 
therefore, the economic system would work under different public 
policies. It is a step which some economists, from Adam Smith to 
Keynes, have taken boldly; bur others have preferred to confine them¬ 
selves to describing and analysing the economic system, leaving the 
reader to draw his own conclusions. At all events, the subject of 
factors affecting standards of living is practically the same thing as 
economics. As we shall be concerned with this subject, explaining how 
the economic system works and what are the forces which determine 
standards of livang, throughout this book, I shall spend the rest of this 
section in trying to make the meaning of the phrase a little more 
definite. 

Consumers^ goods, or consumer goods, or consumption goods, is a necessary 
and useful piece of economic jargon. Consumers’ goods consist of all 
the things (except free goods, such as sunshine) that directly satisfy 
people’s needs or give them pleasure. Other goods, that satisfy wants 
only indirectly, such as factories, machinery, railways, lorries, and raw 
materials, are called producers' goods, or capital goods, or investment goods. 
It is the quantity and quality of the consumers’ goods which people 
consume, week by week, which constitutes their standard of living. 

Every^thing that is sold retail, except for goods which people use in 
their occupations to earn their living, such as the tools of a carpenter 
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or the petrol of a taxi-driver, is a consumers’ good. In addition, some 
consumers’ goods are provided by the Government or other public 
authorities; some, such as education, may be provided free, while 
others, such as water, may be charged for. 

The same good may be either a consumers’ good or a producers’ 
good; it depends on how it is used. Coal may be burned in the 
domestic hearth, in a factory, or in a locomotive engine; a motor-car 
may be used either for business or for pleasure. Textiles are con¬ 
sumers’ goods if they are bought by the woman who makes her own 
clothes; they are producers’ goods if they are bought by the professional 
tailor or dressmaker. Stocks of consumers’ goods in the hands of 
manufacturers or traders are part of their capital^ it is only when they 
are consumed—eaten or worn or used—by the final consumer that they 
enter into the standards of living. 

For most purposes, the term “consumers’ goods” will suffice, but 
for some purposes we must distinguish between goods and services, and 
also between durable and non-durable goods. A good is something 
tangible, like a loaf of bread or a pair of shoes. A serv'ice is not 
tangible; you cannot touch it or photograph it. A service may be 
rendered by a person, for example by a doctor or a teacher or a 
domestic servant; or by a durable good, such as a house; or by a com¬ 
bination of the two, such as a taxi-driver and his taxi. You can touch 
or photograph a surgeon and his instruments, but you are not biiying 
the surgeon or his instruments; you are paying (or the Government is 
paying for you) for the service of having an operation performed on 
you, and that service is not tangible. A house is tangible, but it is not 
the house which enters into your standard of living; it is the service, 
rendered by the house, of providing shelter and accommodation. 

The line between durable and non-durable goods is inevitably an 
arbitrary line. It is customary to include in durable consumers’ goods 
houses, furniture, refrigerators, wireless and television sets, motor-cars 
and pleasure boats. But what, for example, of clothes? Some men 
wear a suit for many years; some women discard a dress after a few 
months. The question is one on which there is no need to ponder 
deeply. The practical problem of measuring standards of living, or 
family expenditure, on a weekly basis can be solved by taking the 
average weekly expenditure on items such as clothes and kitchen 
utensils over a long period, of at least a year. 

The man in the street may not say, “I want a higher standard of 
living,” He is more likely to say, “I want more money.” But he 
wants more money in order to spend it on raising the standard of 
living of himself and his family. If he had, say, 10 per cent more 
money, and the prices of all the things he wanted to buy were 10 per 
cent higher, he would be no better off; if they were more than 10 per 
cent higher, he would be worse off. On the other hand, a fall in their 
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prices would improve his standard of living just as much as a corre¬ 
sponding rise in his money income. Most people are well aware of 
this relation between their money incomes and their cost of livings and 
would agree that what they really want is an increase in their real 
income, which will give them a higher standard of living plus any extra 
saving which they wish to make. “Real income’* means what can be 
bought with money income. 

This leads us to my last point. The point is that in the long run 
standards of living depend on income, so that income is a more impor¬ 
tant concept than the more familiar concept of standard of living. 

In the short run, the two may diverge. A spendthrift may raise his 
standard of living for the moment by borrowing in order to live above 
his income. But unless his income increases, his standard of living will 
fall when he has to repay the loan plus interest. Conversely, a man 
may provide for the future by saving, and the return from his invest¬ 
ments will swell his future income and enable him to have a higher 
standard of living than he could have achieved without saving. But 
while he is saving, his standard of living is lower than it might have 
been, for he could have spent the money on his current consumption 
instead of saving it. 

The same applies to a nation. A nation can spend less on current 
consumption in order to make loans and investments abroad, the 
returns from which will increase its income in future years. Con¬ 
versely, a nation can sell some of its foreign investments, or borrow 
from abroad, and spend the proceeds on current consumption. For 
the time being, its standards of living will be raised, but in the future 
its income and standards of living will be lower. 

Apart from income received from abroad, or paid abroad, in this 
way, the income of a country depends on its output. A country can¬ 
not borrow from itself or lend to itself (although individuals can lend 
to the Government, or to one another). But a country^ can increase or 
decrease its productive assets, thereby making its output greater or less 
than it otherwise would be. For example, it can raise its future output 
by devoting more of its labour and resources to increasing its assets 
and less to providing goods for current consumption. When it has 
carried out projects such as providing better control against soil erosion 
or floods, or better drainage and irrigation, or improving its crops by 
replacing them with higher-yielding varieties, it will reap bigger 
harvests. When it has built up better means of transport and com¬ 
munication, larger supplies of electricity, more factories and mach¬ 
inery, its output will be larger. But in order to increase its assets it 
must for the time being consume less than it otherwise could. Con¬ 
versely, if it neglects the maintenance of such assets, the labour and 
resources which would have provided for repairs, renewals, and 
replacements can be used instead to produce more for current 
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consumption. But as time goes on, such assets will become less and less 
useful, as they wear out, and consequently output will fall. When 
they become useless, and no replacements for them have been pro¬ 
vided, output will fall heavily. 

It is true that the final purpose of production is consumption, and 
that income is wanted in order to maintain and improve standards of 
living. But the best guide to the long-run standards of living of either 
a family or a nation is not its current level of consumption, which may 
be temporarily raised by over-spending or temporarily reduced by 
saving, but its real income. 

3. Better Working Conditions 

Most workers spend a large part of their waking lives at work. Hence 
the conditions under which they have to earn their livdng are very 
important to them. 

These conditions include hours of work. Practically all workers, 
except those who are completely wrapped up in their work and have 
no other interests, would like more leisure. It is true that a life of com¬ 
plete idleness would be dull and boring. It is also true that hobbies 
and recreations are work for those who have to earn their living by 
them: gardening is work for the professional gardener, golf for the 
professional golfer, going to cinemas for the professional film critic. 
But most of us want some variety in our activities, and leisure is neces¬ 
sary for us to develop and cultivate all those interests which lie outside 
our work. 

In Western countries, there has been a progressive reduction in 
hours of work, and an increase in paid holidays, since the early nine¬ 
teenth century. At that time, many workers had to work for twelve 
hours a day or longer; the Factories Act of 1844, which restricted hours 
in most industries in Britain to a maximum of ten a day, was hailed 
as a great advance. Now the average working day is eight hours or 
less, and before long the Australian practice of a forty-hour five-day 
working week may become widespread. 

In many occupations a worker cannot achieve his maximum output, 
week in and week out, if he works for very long hours. He suffers from 
constant fatigue and is less alert; hence he makes more mistakes, there 
is more spoiled work, and there are more accidents. In most instances, 
therefore, very long hours were a mistake, due to the ignorance of 
employers. They would have obtained a bigger weekly output by 
reducing them from, say, eighty hours a week to seventy or less. In 
most instances, the ten-hour day imposed by law probably gave the 
employer a bigger output besides giving the workers more leisure. 

Probably most workers would achieve their maximum weekly out¬ 
put, over a long period, with a working week of between sixty and 
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seventy hours. For some workers, in occupations demanding close 
attention and accuracy or subject to considerable mental strain, the 
figure may be below sixty, but it is probably well over fifty. The 
question becomes of practical significance only during a period of very 
special stress, such as war-time, when the overruling aim is to maximize 
output. In normal times, it does not arise. The relevant question is 
to what extent workers prefer more leisure to higher earnings. 

For nowadays, with a working week usually between forty and 
forty-eight hours, either a small increase or a small reduction in hours 
of work would lead to a roughly proportionate increase or decrease in 
output. When the workers in an industry feel that they are in a 
position to get better terms from their employers, they can ask for 
higher wages or for shorter hours or for some combination of the two. 
If they get shorter hours, then they could have obtained somewhat 
higher wages instead. 

Apart from increases in money wages which merely keep pace with 
the rise in the cost of living, the general pattern over the last hundred 
years or so has been as follows. Technical progress and the growth of 
capital have tended continuously to increase the hourly output per 
worker. The workers, through their trade unions, have consequently 
been able to obtain higher wages. The extent to which they have 
taken some of this potential gain in the form of increased leisure, 
rather than still higher wages, has depended mainly on their own 
choice. Conversely, most workers could get higher wages, higher real 
wages, tomorrow if they chose to work correspondingly longer hours. 
In most industries, an individual worker must conform to the hours 
decided by the majority, but the majority can express their wishes 
through their trade union; and often the individual can work as much 
or as little overtime as he pleases. 

Much the same reasoning applies to other working conditions. No 
doubt clean, healthy, cheerful surroundings tend to increase the out¬ 
put of the workers. Up to a point, they are therefore a good invest¬ 
ment even from the standpoint of a completely selfish employer. But 
that point has probably been passed in most British factories and other 
places of work. Further improvements, such as free or subsidized 
housing provided by the employer, would add to his costs without 
appreciably increasing output. They are therefore an alternative to 
the higher wages which the workers might have obtained instead. In 
so far as there are improvements and amenities which would pay for 
themselves by increasing the productivity of the workers, their intro¬ 
duction would be a benefit for all. But this is probably very much 
the exception rather than the rule. Further improvements in working 
conditions will mostly be at the expense of higher wages. 

The reader will note that the question of how far profits can be 
“squeezed” further for the benefit of the workers, a question which I 
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shall discuss later, is not relevant to the points made above. What I 
have tried to show is that whenever workers can get more they can 
take this benefit either entirely in the form of higher wages or partly 
in the form of increased leisure or of other improvements in their 
working conditions. 

Other aspects of working conditions are rather outside the scope of 
this book, but a few comments may be made. Some kinds of work 
are dirty and disagreeable. As time goes on and capital increases, it 
may be possible to perform some of these unpleasant tasks by machinery 
rather than labour. 

The great majority of workers have to take orders from foreman or 
other “bosses”; the little “bosses” may have bigger “bosses” over 
them, and so on. This is inevitable if the work is to be done efficiently 
and according to plan. It takes place in nationalized industries just 
as in privately-owned works, and in Soviet Russia just as in Great 
Britain. 

It may be useful and desirable, however, to have some kind of works 
committee for each works of any size, where representatives of the 
workers and of the employers can meet one another to discuss working 
conditions, and especially any grievances or suggestions for improve¬ 
ment put forward by the workers. 

It is sometimes urged that the general policy of any undertaking 
should be determined by the workers rather than by the shareholders 
or other owners of the capital of the undertaking. The argument for 
this course is that the workers have more at stake than the share¬ 
holders. Their livelihood, it is said, is at stake; should the undertaking 
have to close down, or partly close down, workers will lose their jobs 
whereas shareholders will lose only their money. But if the Govern¬ 
ment follows a wise economic policy, the workers will normally find 
other jobs, whereas nobody will compensate the shareholders for the 
loss of their capital. Moreover, investors are not likely to sink their 
capital in an undertaking whose policy is controlled by the workers. 
The workers expect steady or rising wages, even if the undertaking 
does badly, but in that event the shareholders get lower dividends or 
none at all. The general practice, therefore, is for the control of 
industry to be in the hands of the owners of the capital and not of the 
workers. Some progressive firms explain their policy to representatives 
of the workers, and discuss it with them, but the management makes 
the final decisions. 


4. Less Economic Ineq^uality 

The two chief questions to ask about a person’s economic position are: 
“How much has he?” and “How much does he get?” The answer to 
the first tells us his capital: the money value of all his possessions. The 
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answer to the second tells us his income: how much he earns, or 
receives from his property, over a period of time such as a week or a 
year. There is considerable inequality both of capital and of income; 
some people have much more than others and some people get much 
more than others. 

Some figures for Great Britain may be cited by way of illustration. 
Before the war, three-quarters of the adult population had less than 
j^lOO capital and the wealthiest one per cent, with over 3(^10,000 each, 
between them owned over half the total of private capital. Inequality 
of income is much less marked, especially since the war, than inequality 
of capital. The top 285,000 persons, with incomes of over £2^000 a 
year, receive about 8^ per cent of the total of all personal incomes 
before taxation, but income-tax and surtax reduce this percentage to 
less than 5.^ At the bottom of the scale, the lowest wage (with rela¬ 
tively few exceptions) for a man is about ^6 a w’eek and for a woman 
about £3 2i week. 

To some extent, inequality of income arises from inequality of 
capital. But the extent is less than is often supposed. In the first 
place, little more than a third of all personal incomes are derived from 
capital. In the second place, only about a fifth of these “unearned” 
personal incomes go to people with over 3{)2,000 a year before tax. 
I'he bulk of the capital is owned by the middle classes, with less than 
3^2,000 a year. 

A large proportion of privately-owned capital has been inherited. 
There are no statistics to show how' large this proportion is, but it is 
probably well over half. Some people object to inheritance, at any 
rate of more than a very moderate sum by any one person. They 
think it is all right for a man to enjoy the fruits of capital which he 
has saved from his ow'n earnings, but they think it is all wrong that a 
man should be able to live in idleness, as a “functionless property- 
owner,” just because his parents were rich and he came into their 
money when they died. Others, however, think that it would be wrong 
to prevent a man from passing on his savings to his children, and point 
out that this possibility is one of the biggest incentives to people to 
wwk hard, thereby increasing the national output. Moreover, the 
possession of a certain amount of capital gives a person a measure of 
economic freedom. It will tide him over bad times; it will help him 
to choose the type of job he likes; it will enable him to speak his mind 
without the fear that this will make him lose his livelihood because his 
employers or his customers object to his views. Hence some people 
urge that one of the finest ideals for a nation is to build up a democracy 
of small property-ow'ners. 

The compromise we have reached in Great Britain is to tax inherited 

' Their total income (1953) was ,^1,145 million before tax and £611 million after 
tax. See Table 18 in Blue Book, National Income and Expenditure, 1946-1953. 
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capital (“estates” of deceased persons) progressively, that is to say, 
taking a higher proportion from a larger estate. The “death duties” 
have been increased several times during recent years and at present 
(1954) an estate of ;{^50,000 pays about a third in taxation, one of 
3^100,000 a half, one of 000,000, four-fifths. Furthermore, high 
income-tax and surtax make it far more difficult nowadays than it 
was in the past to build up a large fortune either for one’s own enjoy¬ 
ment or to pass on to one’s children. 

I think most people feel that great inequality is an evil. It breeds 
bitterness and envy, dividing a country into Disraeli’s “two nations” 
—the privileged few and the under-privileged many. All may have a 
vote, but in fact economic power is in the hands of a small minority of 
company directors, newspaper proprietors, and others whose wealth 
has placed them in a position to exercise influence and a substantial 
measure of control. All may be equal before the law, but in fact the 
expenses of fighting a lawsuit may place justice beyond the reach of 
the poor. The rich may be arrogant and snobbish; some of the poor 
may feel justified, by the glaring contrast in their fortunes, in robbing 
the rich, and the latter may try to deter them by making even a small 
theft a hanging offence, as it was in Great Britain until early in the 
last century. 

This type of argument has little application to Great Britain today, 
but it has applied to most countries in the past, and it still applies to 
some. It is valid as an abstract argument against great inequality. 

Another argument is that the money, the national income, w'ould 
go further if it were divided less unequally. It would satisfy more 
urgent needs. The rich man in his castle could well afford to go 
without a few luxuries in order to relieve the hunger of the poor man 
at his gate. This is an opinion which, like most opinions, cannot be 
proved, but it is widely held and appeals to most people as a common- 
sense statement. What is often not realized, however, is tliat the 
“rich” are very few compared with the “poor,” and therefore a re¬ 
distribution of wealth would not help the poor very much. For 
example, if we take the rich in Great Britain as people with over 1,000 
a year, there are only 1,075,000 of them. Their total income is ;^2,190 
million. Suppose we leave them ;{^1,000 a year each, but no more. 
The excess is £\,\\S million. They already pay million in 

income-tax and surtax. The remainder (;(^381 million) would not go 
far if divided among the rest of the population; it would represent only 
about 10s. a week extra for each family.^ 

Lastly, a very important argument against great inequality is that 
it leads to an enormous waste of potential talent. So far as psychologists 
and others can judge, innate ability is distributed fairly evenly among 
the population. There are no grounds for supposing that the innate 
^ Figures from Table 18 in the Blue Book National Income and Expenditurey 1946-1953. 
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capacity of the rich is superior to that of the poor. Yet most of the 
leaders of a community, in all walks of life, come from the children of 
the relatively rich, whose parents have been able to give them a good 
education or to provide the capital to set them up in business. The 
children of poor parents do not get the same start. They have to 
begin earning early, to help with the family income, so that most of 
them cannot go to a secondary school, let alone a university. Only a 
few exceptional ones can make up enough lost ground to reach the 
front rank in politics, or the professions, or business. Many whose 
native talents, if developed, would have placed them in the front rank, 
or near it, never overcome their initial handicap of poverty, and live 
and die as undistinguished citizens. 

Here again this argument has not much force, although it still has 
some, when applied to Great Britain today. We have free education, 
including secondary or technical education, for all, and university 
scholarships with maintenance for those who show sufficient promise; 
large companies with “functionless” shareholders do provide oppor¬ 
tunities for men and women of ability, but with little capital of their 
own, to rise to high executive positions; the budding politician can 
enter Parliament in various ways without an independent income. 

The case against great inequality is very strong. On the other hand, 
I think few people would favour complete equality. They would not 
agree that the wastrel and the slacker should get as much as the hard 
and efficient worker. Some would argue that a certain degree of in¬ 
equality lends colour and variety to life; others have urged that a 
well-to-do class, witfi a fair amount of leisure, is necessary^ for the 
dev^elopment of art in all its forms. 

Whatever we may think complete equality as an ideal, it is hardly 
practicable as a realistic aim. Some correspondence between work 
done and remuneration received is normally essential as a stimulus to 
effort. If every body got the same income whether he worked much 
or little or not at all, the total amount of work done would fall heavily, 
the national output would shrink, and equality would be attained at a 
low level—we should all be poor, very poor, together. I calculated 
above how much would be available for redistribution if all the excess 
over ;(^1,000 a y^ear of incomes above that level were taken away. But 
what would happen the next year? How many would continue to 
have incomes of above 1,000 a year knowing that every' penny above 
that sum would be taken from them? 

Soviet Russia realizes the need for incentives to effort. She pays 
much higher wages for special skills, and insists on piece-rates when¬ 
ever possible. Hence she has large differences in individual incomes; 
her richest fifth takes over 40 per cent of her national income and her 
lowest fifth less than 8 per cent. 

In “capitalist” countries, income from property is necessary^ in order 
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to encourage people to make the best use of their property and to 
create real capital (productive assets) through investment. 

The practical problem, therefore, is how far to go in reducing in¬ 
equality at the cost of weakening incentives to work and invest, and 
thereby reducing output and consequently lowering standards of liv¬ 
ing. It is a complex question. Some ways of “soaking the rich” 
reduce incentives less than others, and some ways of helping the poor, 
such as expenditure on education and public health, tend to increase 
output more than others. In the last resort, however, it is a question 
of opinion—a value-judgment. Great Britain has already gone a long 
way. She taxes “the rich” very heavily. An income of ^(^20,000 a 
year is reduced to between j(^4,000 and ^{^5,000, and above j(^20,000 the 
taxpayer keeps only Is. out of each extra pound. She spends some 
5 (^ 2,000 million a year ^ in ways which help mainly “the poor”— 
education, public health, other social services, and subsidies on food¬ 
stuffs and housing. How much further she should go, and in what 
ways, or whether she has already gone too far in some directions, 
are among the main controversial questions of today in the field of 
economic policy. 


5. Social Security 

Most families live in the shadow of economic insecurity. The family 
income would cease abruptly should the bread-winner die, or lose his 
job, or fall sick, or meet with an accident. Many parents are worried 
by the difficulty of providing for their children, and another baby, 
however welcome in other respects, would impose a severe strain on 
the household budget. The approach of old age raises serious eco¬ 
nomic problems for the poor: who will look after them when they are 
too old to work? 

Some '‘rugged individualists” may say that people ought to make 
their own provision against such contingencies, by setting aside a 
sufficient reserve of savings. But the poorer families have little margin 
from which to save; they need almost all their income to buy current 
necessities. It is an obligation of the State, admitted by all, to see that 
none of its citizens starves. The Poor Law of 1832 accepted this 
obligation, but provided relief in a liarsh spirit, in order to deter 
people from becoming paupers. The able-bodied poor had to live in 
the workhouse, and outdoor relief to the aged and infirm was kept 
down to the barest minimum. During the present century, the trend 
of public opinion has been towards a quite different outlook. Poverty 
is no longer regarded as a fault for which the poor are to be bfamed, 
but as a social evil which should be abolished. It is the duty of the 
State to provide a minimum of economic security for all its citizens. 

^ See Chapter XL, Section 2, for details. 
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In Great Britain this view has prevailed, and has been put into effect 
by legislation. We now have what has been labelled the Welfare State. 

The phrase commonly used for this minimum of economic security 
is social security. There is no clear-cut line, established by general 
usage, between social security measures and other measures which 
reduce inequality, such as free hospital treatment, medical advice, and 
medicine; free education; and subsidies on foodstuffs and on working- 
class houses. The general practice is perhaps to include under social 
security measures only schemes for providing money benefits to persons 
suffering economic hardship. Such schemes include insurance against 
unemployment and sickness; compensation to workers who have met 
with accidents in the course of their employment; maternity benefits; 
family allowances for children; pensions to old people, widows, the 
blind, and those injured in war; and in the last resort National 
Assistance. 

It will be seen that logically the central idea of social security is to 
provide a minimum income for the family when its normal sources of 
income are cut off. (An addidonal aim is to increase the family 
income when its needs increase, notably by family allowances^ paid in 
Great Britain at the rate of 8s. a week for ^ach child after the first.) 
Numerous questions of principle arise, of which I shall discuss only 
four, namely, who should be entitled to benefits, should benefits be 
paid partly in kind, how high should they be, and who should bear 
the cost. 

It is not practicable for a country to provide social security for all 
who choose to come to it. A country which did this, on a fairly 
generous scale, would become the magnet for the poor of all the world, 
and the cost would be far greater than it could bear. Social security 
therefore implies restrictions on immigration and possibly a minimum 
period of residence before an immigrant becomes entitled to anything 
more than national assistance. But all citizens of the country have an 
equal claim to social security. A small shopkeeper, or a farmer, or a 
widow, is just as entitled as a wage-earner to assistance from the com¬ 
munity, as a right, when in economic distress. Before 1946 the British 
system had serious gaps; it was designed primarily for wage-earners. 
These gaps have now been filled. The National Insurance Act of 
1946 provides for “a unified and comprehensive system of social 
insurance, which will cover practically everyone in Great Britain,” 
whether employed, self-employed, or non-employed. 

The argument for paying benefits partly in kind, and not in money, 
is that the money may be spent unwisely, or on purposes for which it 
was not intended—for example, family allowances paid in money to 
the parents may be spent on drink. Further, some things—for example, 
meals—can be supplied more cheaply on a large scale. On these and 
other grounds we already liave free education, free hospital and 
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medical treatment, free or subsidized meals for school children, and 
subsidies on certain foodstuffs and working-class housing. 

The argument for payments in money is that they leave the recipient 
his independence and his freedom of choice. He can spend the money 
on what he wants most, and there are wide differences in the needs 
and wants of different people. To provide goods free is to encourage 
wastefulness in their use; when Great Britain provided medicines, 
drugs, dentures, spectacles, and so forth free of charge there was a 
startling increase in their consumption. Sul^sidies give rise to a 
number of problems. There is the problem of determining who will 
benefit from the subsidy and who will not. For example, the alloca¬ 
tion of a limited number of houses at su])sidized rents among a much 
larger number of applicants is bound to cause discontent among the 
majority whose applications must be refused. If everybody is allowed 
to share in the benefits, as under the British food subsidies, the rich 
benefit as much as the poor. Then there is the problem of meeting 
the cost of the subsidies. There is likely to be public pressure to extend 
the range of subsidies; if one “essential” is subsidized, why not another? 
If the prices of subsidized goods should increase, cither the amount of 
money spent on subsidies must increase too, or the prices of the sub¬ 
sidized goods must be allowed to rise. In Great Britain, the Govern¬ 
ment has firmly set a maximum (formerly /^460 million, now £250 
million a year) to the sum spent on food subsidies. But until 1954 this 
invoh'ed the continuance of rationing, to limit the expenditure on 
subsidies, years after rationing had come to an end in nearly every 
other country in the world; and it meant that those who would gladly 
have paid the world market price to buy more meat or butter were not 
allowed to do so. Again, once a country has saddled itself with such 
subsidies, it is difficult to get rid of them. Their abolition would mean 
a rise in the cost of living, demands for higher wages, and inflation. 

To what extent assistance should be given in kind rather than in 
money is a question of opinion. I think that in Great Britain most 
people approve of free education and of free hospital and medical 
treatment, although some consider that the well-to-do should be 
chargecl part of the cost. The improvement in the health and physique 
of^children brought about by adequate supplies of milk has been 
demonstrated so clearly that the case for free or subsidized milk for 
children is generally admitted. There is much less agreement on free 
me(^iQj:t^» drugs, dentures, and so forth, as experience suggests that if 
they are completely free people may ask for much more of them than 
they really need. There is also a sharp division of opinion on food and 
I housing subsidies; some consider that it would be better to give money 
^payments—for example, increased family allowances—to those who 
need help, and to abolish the present subsidies, leaving people free to 
spend their money as they please. (A move in this direction wa^ 
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made by the 1952 Budget which reduced food subsidies from 
million to £250 million and increased family allowances from 5s. to 
8s. a week for each child beyond the first.) 

The level of benefits must depend on the national output per head; 
a rich country can afford higher levels than a poor one. The danger 
of money benefits approaching the normal height of the family income 
is that they may lead to loafing and malingering. Some people may 
not try really Kafd to get work if they, or their families, receive nearly 
as much under social security measures when they are idle. The 
extent of this will vary, of course, between individuals and countries. 
The mobility of labour, so important for economic progress, may be 
greatly lessened; people will be reluctant to leave their districts or to 
change their occupations if they can get nearly as much by staying 
where they are and remaining unemployed. On the other hand, even 
the normal income of the poorest families does not properly meet their 
needs, and the social conscience of many people would not condone 
benefits much below that level. There is thus a conflict between 
economic progress, which depends mainly on output and on the 
adaptation of the labour force to changing conditions and wants, and 
social security. 

Who should bear the exxst of social security measures? In Great 
Britain we have adopted the “insurance” principle. The funds to pay 
unemployment and sickness benefits, and retirement pensions, are pro¬ 
vided by those who run the risk of becoming unemployed, or sick, or 
retired. But their contributions are supplemented, in the case of 
employees, by equal contributions from their employers, and the 
State also makes a substantial contribution to social security measures. 

The British system is perhaps the most practicable and acceptable 
way of raising the large sums of money which are needed. But it is 
open to several criticisms. 

The principle of insurance is that the greater the risk the greater 
should be the contribution. This principle is not followed. Both con¬ 
tributions and benefits are at flat rates. Workers su-^h as Government 
servants who are very unlikely to become unemployed have to pay 
just as much as workers in industries where the risk of unemployment 
is high. The robust have to pay as much, to cover the risk of their 
falling ill, as the sickly. In fact, the British system is not really insur¬ 
ance at all; it is a gigantic system of special taxation for special benefits. 

The contributions levied on employers are at the rate of so much 
per worker per week. For the most part, they do not come ultimately 
out of the pockets of the employers. They are passed on to the public 
in the form of higher prices, or they are borne l^y the workers, who 
would be able to demand and obtain higher wages if their employers 
did not have to pay these contributions, Nevertheless they are a tax 
on employment, and they may actually create unemployment. W'hen 
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times are bad, some employers may not be able to employ as many 
workers as they could if each worker did not cost them this special tax 
in addition to his wages. 

On the principle of taxing according to ability to pay, the cost of 
social security measures should be met by those who can best afford 
to pay for them. Under the British system, the worker on ^6 or ^1 
a week has to pay just as much as the worker on -£20 a week or more. 
The few shillings a week ^ are a serious burden to the lower-paid 
workers. Hence there is a conflict, in Great Britain, between the aim 
of providing social security and the aim of reducing inequality. 

6. A Stable Pound 

Many people rely, in one way or another, on receiving a fixed sum of 
money or a fixed money income at some time in the future. The chief 
example is perhaps pensions. Most workers look forward to a pension, 
or annuity, fixed in terms of money, when they retire. Another impor¬ 
tant example is life assurance. People pay premiums in order to leave 
a fixed sum of money to their dependents when they die. The social 
insurance benefits which w'e have just been discussing come under this 
same head. People pay contributions now in order to get fixed money 
benefits when they become unemployed or fall sick or retire. Other 
forms of saving are similar in so far as the savers aim at setting aside a 
fixed sum of money. 

If the general level of prices rises, money does not buy as much. 
The contributors or savers get the full amount of money to which they 
are entitled, but it is worth less in purchasing power; it does not go as 
far as they had expected. They have been cheated by the fall in the 
value of money. 

In France, for example, the franc, which was worth about lOd. 
before the 1914 war, is now worth only about a farthing. Nearly all 
the purchasing power of the money owned by French families before 
1914 has been wiped out by the rise in French prices. 

In Great Britain the retail price level is now^ over twice as high as 
before the last war and nearly four times as high as before the 1914 
war. 

Social security means not merely a minimum money income but a 
minimum real income. It means keeping the purchasing power of the 
pound fairly stable. 

One powerful influence tending to raise prices is the pressure for 
higher wages. Men of goodwill all sympathize with the desire of 
workers to improve their conditions. But increased wages leading to 
increased prices do not really help. It is no use to have more money 
if the cost of living rises just as much. The solution is greater output 
1 5s. 9d. for men (1954). 
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per worker. This would enable higher wages to be paid without a 
corresponding increase in prices. 

7. Conflicts of Aims 

General lines of policy and particular measures adopted by the Gov¬ 
ernment and other public authorities, and the action taken by groups 
such as employers’ associations or trade unions, may be favourable to 
one aim but unfavourable to another. I have already given some 
illustrations of this point, but it is a point which needs to be stressed. 
We often have to decide which of two desirable aims shall be sacrificed 
to the other, or to what extent we shall compromise; how far we can 
promote one aim without affecting another too adversely. 

One of the biggest clashes is between economic progress and eco¬ 
nomic security. “Security some men call the suburbs of Hell,” said 
Daniel de Bosola, but the general view nowadays is quite the contrary^ 
Most manufacturers and farmers want to be protected against foreign 
competition, although cheaper imports would raise the standard of living 
of the whole community. Many workers want their present jobs to be 
safeguarded, although a larger national output could be obtained if 
some of them moved to another district or learned a new occupation. 

Yet it is clear that if everybody goes on doing just what he is doing, 
in the same place and by the same methods, there can be no economic 
progress. The great improvement in British standards of living which 
has taken place continuously over the past hundred years and more, 
has been made possible only by great changes: constant improvements 
in methods, to keep abreast of the march of technical knowledge; the 
rise of one new industry’ aftei another; movements of workers between 
districts and occupations; the expansion of foreign trade. ^\ e cannot 
stand still. Fifty million people on a small island, we must keep up- 
to-date in our methods, we must make the most efficient use of our 
manpower and other resources, if we are to maintain, let alone improve, 
our present standards of living. We cannot survive without a large 
inflow of imports, and wc must adapt ourselves to changes in world 
conditions and in the demands of our customers in order to sell enough 
exports to pay for them. 

But what about the textile workers who may lose their jobs because 
the world wants less of our textiles and more of, say, our engineering 
products? What about the railwaymen who might become unem¬ 
ployed if the roads were allowed to take traffic from the railways 
merely because they can carry it more cheaply? What about the 
coalminers who have worked all their lives in a particular pit and are 
threatened that it may close down because it cannot cover its costs? 
What about the farmer who would be badly hit, perhaps ruined, by 
imports of cheap food? 
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The argument, based on both theory and experience, that except 
during a general slump those thrown out of work can soon find employ¬ 
ment elsewhere, where they will be of more value to the community, 
carries little weight with the men who would lose their jobs. The 
argument that wages must come from the national output and that a 
larger output will mean higher real wages is no consolation to them. 
There is a conflict between their immediate interests and the long-run 
interests of the community as a whole; there is a clash between progress 
and security, which must somehow' be resolved. 

Again, there is often a conflict between the aim of increasing output 
and the aim of reducing inequality. The Welfare State needs a large 
revenue from taxation. It is entirely in harmony with the aim of 
reducing inequality that taxation should be progressive^ taking a larger 
proportion from those who are better off, and that the proceeds should 
be spent mainly for the benefit of the poor. Yet a high and progres¬ 
sive rate of income-tax is very likely to discourage effort. Why work 
harder, to earn an extra a week, when the Gov^ernment wall take a 
substantial slice of it—ranging from 2s. from the a week man 
(without children) to over 7s. from the £\3 a week man? * On earned 
incomes of over a year, liable to surtax, the le\’y is greater: for 

example, 13s. fid. on each extra £ for the /)4,0()0 a year man. How' 
far the income-tax is responsible for absenteeism, and for refusals to 
take better-paid but more strenuous jobs or to work overtime, is a 
controversial question, but clearly it weights the scales in favour of 
leisure and against extra effort. 

A high and progressive income-tax also checks private investment. 
It reduces the margins available for priv'atc saving; and it also rediu es 
the net yield, especially on investments with a substantial element of 
risk.- 

But standards of living depend mainly on the volume of output, and 
the volume of output depends on the amount of work done artd on 
the amount of capital witli which workers are assisted. Innovation 
and risk-taking blaze the trail of economic progress. d luTe is clearly 
a danger that heavy taxation, while reducing iiiec|uaiity, may tend to 
keep down standards of livdng. 

Another conflict may ari.se when .social security measures provide 
money benefits at levels approaching the normal family income. An 
unemployed worker has less incentive to move to another district in 
search of a job when he can draw substantial unemployment benefit 
by staying where he is. The more generous the benefits, the greater is 
the danger that they will reduce mobility and increase unemployment. 

^ The first £2\0 for a married man is exempt. The next ;(^100 is taxed at 2s. 6d. 
in the £, the next £\ 50 at 5s., the next £\ 50 at 7s., and the rest at 9s. 1 have allowed 
for earncd-income relief of two-ninths. (This is subject to a maximum allowance of 
£^450.) £^S is allowed for each child. 

» See Chapter XXIX, Section 5. 
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Trade unions, wishing to raise the standards of living of their 
members, press for increases in wages from time to time. If two or 
three large unions succeed, others will follow suit in order not to lose 
their relative positions in the occupational wage-scale. There will be 
a “round” of wage increases. If productivity per worker has increased, 
or docs increase very soon, sufficiently to match the higher wages, the 
employers may be able to pay them without raising their prices. But 
if not, their prices must be increased or there will be unemployment. 

A general upw'ard trend in prices, due to wages running ahead of 
productivity, undermines the security of all on fixed incomes. It may 
also create a “balancc-of-payments” crisis. Higher money w^ages both 
increase the demand for imports and raise labour costs in the export 
industries, and it becomes difficult to export enough to pay for the 
imports we need, both of foodstuffs and other consumers’ goods and of 
materials for our industries. 

What can be done? We value freedom; we cannot deprive the 
trade unions of their right to demand higher wages and, if need be, to 
strike for them. The Government might keep prices from rising by 
an anti-inflationary monetary' policy, but that would create unemploy¬ 
ment. Yet if inflation is allowed to take its course, millions of people 
on fixed incomes will suffer and our trade may be handicapped because 
people think that the exchange value of sterling w'ill fall. 

I fear that these illustrations may be set out too briefly, but I discuss 
most of them more fully later in the book. The point I want to make 
is that different aims often conflict with one another. We must 
often sacrifice, to some extent, one aim to another, or tiy to find some 
solution w'hereby we can promote one aim without affecting another 
too adversely. 
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THE SOCIAL FRAMEWORK 
. 1 . Introduction 

The unit of government in the modern world is the country, the 
territorial nation-state. How can a country organize itself to carry 
out the aims discussed in the preceding chapter? 

Some kind of organization there must be. No doubt it is attractive 
to think of a group of people without any formal government, settling 
their problems by general discussion, sharing tlieir possessions and 
possibly their children, and following the maxim of “from each accord¬ 
ing to his ability, to each according to his need.’’ lliis would be 
communism—true communism, quite unlike the system of state owner¬ 
ship and state control which exists in Soviet Russia. But it would 
work, if it would work at all, only with a small group. A modern 
country is far too large to be run on these lines. 

The problem is how to control the activities of millions of people, 
how to determine for what purposes the land and other means of 
production shall be used. The popular view is that the solution 
should lie somewhere between the two opposite poles of complete 
laissez faire and complete central planning. 

There never has been, nor could there be, complete laissez faire in a 
country of any size. A country is not just a collection of individuals, 
each doing exactly what he likes. It is a community, with a Govern¬ 
ment which makes and enforces laws, and with social customs and 
social institutions which considerably restrict the freedom of the indi¬ 
vidual to do whatever he thinks fit. A small group like the Cocos 
Islanders (among whom crime is unknown) can live without police, 
but a country such as ours must have rules—law's against murder and 
theft, traffic regulations, and so forth—and the means to enforce them. 
The question is how mucli or how little the Government should restrict 
the freedom of the individual for the general good. 

Central planning, on the other hand, must be fairly complete in 
order to be effective. Suppose, for example, that the plan calls for a 
certain output of coal. If workers are free to take whatever jobs they 
please, and too few of them are willing to work in the coal-mines, the 
coal required is not produced. The central planning authority must 
have power to “direct” labour, in this case to order workers to go to 
the coal-mines, Or the plan will break down. 

42 
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The debate on whether or not complete central planning is desirable 
is often confused by considerations which are really irrelevant. For 
example, many people who love liberty and toleration are revolted by 
the suppression of freedom in Soviet Russia. The citizen of Soviet 
Russia cannot listen to foreign broadcasts; the University professor 
cannot teach the scientific views which he believes to be true, unless 
the authorities favour them; the newspaper cannot say what it likes. 
But all this is not inevitably associated with central planning. It is 
true that any form of dictatorship tends to support itself by such 
devices: control of all organs of propaganda, and a big force of secret 
police to nip any possible revolt in the bud. Nevertheless complete 
central planning is quite possible without any such measures. 

Our own system of social organization, in Great Britain, is still 
fundamentally capitalism. Much of this book, and especially Part IV, 
explains how it w'orks. But here, in this preliminary general survey, 

I shall point out its chief features—pnyale-property, freedom of enter¬ 
prise, and freedom of choice for consumers. We take these features so 
miich for granted that it seems necessarv^ to draw special attention to 
them. It will be useful, it will bring out their significance, if I first 
outline the economic organization of a central-planning community, 
by way of contrast. This will help us to grasp the two opposite ways 
of tackling economic problems: the way of making decisions at the 
centre, and the “capitalist” way of letting individuals, within limits, 
make their own. 

First, however, I should mention one or two institutions which may 
exist under either system. One of these is the family. This plays a 
very^ important part in our social life. If parents did not take care of 
their children until they were old enough to earn their own livelihood, 
some other means of providing for children would have to be found. 
We have already noted that, under capitalism, the desire to provide 
for one’s family after one dies is a powerful incentive to w'ork and sav¬ 
ing, and that it is an advantage (although much less of an advantage 
today than it was in the past) to be born of well-to-do rather than of poor 
parents. The family exercises a considerable influence on demand— 
for example, the size of the family affects the type of house or flat 
which people want—and children to some extent tend to enter the 
same occupations as their parents; but these and similar details are 
outside the scope of this book. 

Another institution Ls money, about which I shall have a good deal 
to say later. I discuss also trade unions. These normally have more 
powder under capitalism than under central planning, for the planners 
must be able to control and direct labour in order to carry out their 
plans, and cannot allow themselves to be thwarted by the vdews of 
trade unions. Institutions such as the joint-stock company and limited 
liability belong to capitalism, and are discussed below . 
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2. Central Planning 

Under a system of complete central planning, one person or committee 
would act as economic dictator, surveying all the labour and other 
^ resources of the community and deciding how they should be used 
and what should be done with their products. Soviet Russia attempts 
to do this. 

The magnitude of such a task is enormous. In order to carry it out, 
the dictator must make a vast multitude of decisions; and in order to 
carry’ it out at all well, he must somehow obtain and digest a very 
large amount of information. He must decide how each worker and 
each piece of land are to be employed. He must decide where each 
works is to be located and what methods of production it must use. 
He must decide what plants are to get the various materials, fuel, and 
items of equipment that are produced, how many houses are to be 
built and where, how many buses and lorries are to })e run and along 
what routes, and a host of similar questions. Clearly no single person 
or committee could do all this unaided. In practice, the task of sug¬ 
gesting decisions on whole groups of problems would be delegated to 
various subordinate committees, who in turn would rely largely on the 
advice of local subcommittees. But it would be very dillicult for the 
dictator (or central planning committee) to co-ordinate successfully 
the suggestions of the various subordinate committees. For example, 
each industry might demand so many wen'kers, or so much coal, and 
there might not be nearly enough w^orkers or coal to give ev'cry industry 
all it requested. In the last resort, therefore, the dictator could not 
split up his economic problems and delegate the solution of one set of 
problems to one body and of another set to another body. He himself 
w'ould be compelled to make the final decisions. Only a superman 
could avoid making many mistakes; that is to say, taking many 
decisions which he afterwards regretted or found to be impracticable. 
And it is very' unlikely that the political processes that led to the 
establishment of such a system w^ould throw up to the lop the best 
executive ability available, let alone supermen. 'Fhose who are best 
at mob oratory and political intrigue are not necessarily' those best 
qualified to plan and control the economic life of a country'. 

Both the advantages and the disadvantages of such a system arc often 
exaggerated. For example, it is usually claimed as an advantage that 
it abolishes profit and replaces production for profit by production for 
use. But if the owners of means of production are bought out by the 
State, and given interest-bearing Government bonds, they will get 
nearly the same income as before, and it will be more secure. Under 
private enterprise there are losses, heavy" and numerous losses, as well 
as profits, and on balance the profit-receivers as a whole get little more, 
taking one year with another, than if they had invested instead in 
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Government bonds. Nor is the contrast between “production for 
profit” and “production for use” necessarily an argument for central 
planning. Production “for profit” means producing what buyers 
want, and producing it as efficiently as possible. Production ^*for use” 
means in practice producing what the dictator thinks ought to be 
produced. Many people may not agree; they would prefer something 
else. But they have no means of saying so, whereas under private 
enterprise they can buy what they prefer—every shilling they spend is 
a vote in favour of what they want. The argument that the rich have 
more votes than the poor can be met, and is met, by measures which 
reduce inequality of incomes in so far as this can he done without 
unduly weakening incentives to work and invest. 

On the other hand, the argument that under central planning there 
can be no proper economic calculations, in order to determine which 
methods of production are most efficient, is not valid. Money can be 
used, accounts can be kept, the performances of different factories or 
other production units can be compared with one another, one method 
can be tried out in one htclory and another method in another factor^'. 
Nor is it true that adequate incentives cannot be provided. Soviet 
Russia pays jiiece-ratcs, and gives high salaries and various privileges 
to managers and others in key posts. 

It is tnie tliat the planning organization as a whole, including all 
thc^se engaged in obtaining information, would absorb a considerable 
proportion of the personnel and other resources of the community. On 
the other hand, in so Htr as consumers had to take what they were 
given, there would be no need for persons to be engaged in advertising 
and otherwise promoting the sale of particular brands; they could be 
employed in assisting production more directly. 

One important advantage of such a system is that it would abolish 
unemployment. As we shall see later, a major point made by Keynes 
is that under free enterprise decisions to save and decisions to invest 
are made by different people and may not coincide: insufficient priv’ate 
investment may lead to large-scale unemployment. There is no such 
conflict under central planning. Decisions to save and decisions to 
invest are one and the same decisions, made at the same time by the 
same person, the economic dictator. Nor will workers be unemployed 
because they want higher wages than private employers are prepared 
to pay; they will be ordered to work for whatever the dictator decides 
they should get. If they must move to their jobs, they will be ordered 
to move, whereas under private enterprise they can stay where they 
are and draw unemployment benefit. 

A central planning system, however, is inevitably a bureaucratic 
system, with all its disadvantages. Government officers tend to be 
unwilling to take decisions to do something new, lest they should be 
blamed anc! lose their secure positions if their decisions turn out badly; 
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they prefer to follow their orders. Hence a central planning system is 
likely to be rather wooden, to lack flexibility and initiative. There 
are also the danger^ of graft and bribery, and of undue ofhciousness 
by some of the civil servants who control the economic lives of the 
population. 

This brief discussion of central planning is, of course, by no means 
exhaustive or conclusive. Whether or not capitalism is a better 
system is a matter of opinion. It certainly leaves far more scope for 
personal freedom and initiative in economic affairs. On the other 
hand, it may lead, unless properly controlled, to abuses and evils, such 
as private monopoly and large-scale unemployment. My purpose 
in outlining a central-planning system was to bring out, by way 
of contrast, the basic institutions of capitalism, which we lend 
to take for granted as “natural.” But they would not be present, 
except to a very limited extent, under central planning. They are 
private property, freedom of enterprise, and freedom of choice by 
consumers. 


3. Private Property 

If anybody could have whatever he was powerful enough to seize, 
output would be very limited. A man would hesitate to sow for some¬ 
body else to reap, or to build a house which might be taken from him. 
Hence it is generally agreed that law and order are desirable, rather 
than the law of the jungle. Moreover, nobody wants to deprive a 
person of the exclusive right to the use of his purely personal posses¬ 
sions, such as his clothes or his furniture, although many think that the 
amount owned by any one person should be strictly limited. The real 
issue is whether means of productiem, such as land, mines, factories, 
ships, and railways, should be owned by the State or by private 
persons. 

In Great Britain, the State has “nationalized” certain industries, 
including the railways and the coal-mines. But over most of the 
economic field, means of production are still privately owned. The 
State paid full compensation to the owners of property which it 
nationalized, and they were free to invest the proceeds elsewhere. Our 
system is still essentially one of private property. 

The institution of private properly means that the owner of any 
kind of property may use it, or may hire it to somebody else, provided 
he complies with the law of the State, as he pleases. Thus, if a man 
owns some land, he may turn it into a private park, or build upon it, 
or use it for growing, say, wheat, or lease it to somebody else, or leave 
it idle. His choice is restricted, of course, to the realm of what is 
possible. His land may be too small in area to make a full-size golf 
course, and it may not get enough sunshine to produce bananas. But 
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within this realm he is free ^ to do whatever he pleases with the land 
—and to keep or exchange whatever it yields him. The land is his 
private property. 

Under a system of private property, the simplest form of business 
organization is individual proprietorship, the “one-man concern,” 
owned and controlled by a single person. This was the dominant form 
in the period of small-scale industry, and it is still predominant in 
agriculture and in retail trade; in Great Britain there are about 300,000 
farmers and 500,000 shopkeepers who are individual proprietors. 

We can see the advantage of individual proprietorship. The owner 
has a direct incentive to take care of his property and to make the best 
use of it, for it is he who takes all the profit from it—and bears all the 
losses. Moreover, many people take a positiv'e pride and pleasure in 
owning their own farm or shop or factor\'. Tti certainly gives them 
independence; an owner is his own boss and can run his business as he 
pleases and take lime off when he washes. 

But in some fields—for example, heavy^ industny railways, ocean 
liners, banking, insurance—a firm must be large to be efficient. It 
must be so large that few individuals have enough capital to he the 
sole owner. I'herefore such firms are companies, the assets of the 
company being owned jointly by a number of persons, each of w horn 
has provided a part of the capital and gets a corresponding share of 
the profits. Another reason for the company form of organization is 
that there is no close correlation between owning capital and possessing 
business ability. The device of the company enables men of business 
talent and managerial ability, but with relatively little capital of their 
ow n, to manage businesses <^>n behalf of shareholders who could not 
manage them so well. 

“The magic of property,” wrote Arthur Young, “turns sand into 
gold.” He w'as writing of individual proprietorship in farms, towards 
the close of the eighteenth century^ in England. Under the old system, 
large open fields had been farmed in common by a local group. The 
enclosure movement resulted in individual farms enclosed by a hedge 
or fence or stone wall. Each farmer himself reaped all the benefit 
from the hard work and good farming he put into his land. He was 
free—at his own risk—to try out new crops and improved methods, 
whereas before he had been compelled to follow^ the traditional methods 
under which land was farmed in common. The result w^as a great 
improvement in productivity. More care W'as given to the land, more 
efficient work was done, more up-to-date methods were applied. 

A company is managed by a Board of Directors elected by the 
shareholders. A Managing Director controls the day-to-day affairs 

^ Subject, in Great Britain, to the approval of various authorities under the 
legislation controlling the development of land in the interests of town and country 
planning. 
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of the company; he may have managers of departments or branches 
under him. The Managing Director and managers are usually paid 
salaries. The “magic of property” is not so potent with them as with 
an individual proprietor. But they may be paid partly in the form of 
a bonus which varies with the profits of the company. A majority of 
the shareholders can turn out their directors, if they are not satisfied 
with them, and appoint new ones. The Managing Director can dis¬ 
miss a manager if he is not efficient enough. Hence there is some 
“profit incentive” combined with the desire to keep a well-paid jol). 

The company form of organization has two advantages which may 
be mentioned here. In the first place, most companies write “limited” 
after their name; tht^y are limited liability companies. Limited 
liability was introduced in Great Britain by an Act of 1855. It means 
that a shareholder is liable for the debts of the company only up to 
the value of his shares in it. An individual proprietor, on the other 
hand, is liable for the de!)ls of the business to the whole extent of his 
private fortune. The device of limited liai)iliiy has given a great 
stimulus to investment in companies. 

In the second place, the shares of a pui)lic (but not a private) com¬ 
pany can be transferred by sale, through the Stock Exchange or other¬ 
wise. This is a great advantage to the shareholder. His capital is not 
permanently tied up. He can sell out his shares if he needs the money 
for some other purpose or if he thinks he can make a belter investment 
elsewhere. 

The company and the individual proprietorship are the two cliief 
forms of business organization (apart from Stale enterprises). But 
there are several other forms. For example, there is the partnership. 
A man with an established business that needs more ca}>ital for expan¬ 
sion may take a suitable man, who can provide tlu* extra capital, as 
his partner. A number of solicitors, or doctors, each specializing in 
some particular branch of his profession, may enter into partnership. 
But it would be tedious to discuss all the different forms of !)usiness 
organization in any detail. Their general purpose is to bring together 
ability and capital in the most suitable way. 

The State restricts the rights and powers of private property-owners. 
The owaier of property must not use it in ways harmful to his neigh¬ 
bours or to the community as a whede. For example, lie must not 
deliberately burn down his house or pollute a river or produce noxious 
fumes; he may be forbidden to manufacture or trade in dangerous 
drugs, to run a public gambling place, to publish or distribute obscene 
books or photographs; he may be compelled to slaughter his cattle if 
they suffer from certain contagious diseases; he must obey laws requir¬ 
ing him to keep his premises in good sanitary condition and to take 
precautions to safeguard his workers against accident. 

The modern tendency is to control more strictly the rights of pro- 
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perty-owners. Building may be prohibited in certain areas, for example 
in the “green belt” around London; as part of town and country plan¬ 
ning, factories are forbidden in some places and shops in others; land 
required for public purposes may be bought (whether the owner wants 
to sell or not) at a “fair price.” Until recently, in order to try to 
surmount Great Britain’s economic difficulties, the use of materials 
such as steel has been restricted to approved users for approved pur¬ 
poses, and a firm wishing to put up a new works may still be allowed 
to do so only in certain parts of the country^—for example, in South 
Wales but not near London. 

Nevertheless, the basic features of the institution of private property 
still survive. The owner of property can decide for himself, subject to 
the laws of the State, what he will do with his property. Hence the 
great contrast with central planning is that the taking of such decisions 
is decentralized. They are left to all the millions of property-owners, 
each using his own judgment and his own knowledge of relevant local 
facts, under the stimulus of the “profit motive.” Under central plan¬ 
ning, all means of production are owned by the State, and all such 
decisions are taken by officials and arc subject to approval or otherwise 
by the central planning committee. 


4. I'reedo.m of Enterprise 

f reedom of enterprise means that ever\‘body is free to engage in what¬ 
ever economic activity he pleases. No industry or trade or occupation 
is barred to him. fie can choose for himself whatc\er line he prefers 
or in which he thinks he will do best. True, he may not have enough 
capital to .set up in liusiness, and he may lack the ability or training to 
follow certain occupations. But subject to these limitations, and to 
the laws imposed by the State in the public interest, he is perfectly 
iVee to follow his inclinations and to use his judgment and initiative 
at his c>wn risk. He can decide for himself wh at part he will play on 
the economic stage. 

This means that the gates are wide open for experiment and innova¬ 
tion. If somebody thinks that a new type of product will appeal to 
consumers, he is free to risk his own capital (and to trv’ to persuade 
others to risk theirs) on the venture. Should he succeed, the public 
benefits as well as he; should he fail, the loss is his. Similarly with 
methods of production. Anybody is free to tiA' out a new invention 
(unless it is patented—I discuss this later) or a new idea. If he can 
get the same output at less cost (which means by using less labour 
and other resources), both he and the community benefit; if he is 
wrong, the lo.ss is his.^ 

^ He must pay the market prices for his factors of production, and the excess of his 
expenses over his receipts comes out of his own pocket. Nevertheless, the community 
^ B. F. 
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Some people claim that consumers would gain, under central plan¬ 
ning, by standardization of products. Instead of countless varieties, 
just a few standard vSrieties would be produced and, being produced 
on a large scale, they would be cheap. But under private enterprise 
it is open to anybody to take the nslc, as Henry Ford took the risk, of 
embarking on large-scale production in the belief that he could sell 
large quantities at a lower price. 

A wage-earner can choose his industry and occupation and em¬ 
ployer. If he does not like his job, he has the right to give notice and 
move to another, or to remain idle. If it is clear that a group of 
workers can demand and obtain higher wages, they can choose for 
themselves (or through their trade union) whether they will take their 
gains entirely in higher w^ages or partly in shorter hours. 

A man who has saved money (whether to provide for his old age or 
for his children, or just as a general rcserv^e against possible bad times) 
can invest it exactly as he pleases. The more adventurous can choose 
risky securities which may yield a large return, or, on the contrary, 
may fall heavily in value; the cautious may choose Government bonds 
or keep their money in a bank or under a mattress, dlie owner (jf 
assets is free to sell them whenever he wishes and to do what he likes 
with the proceeds. 

All this may seem perfectly natural and right to the reader brougiil 
up in the tradition and atmosphere of freedom of enterprise. Of course, 
he will say, a person should be allowed to make whatever use he 
pleases of his own abilities, his own property, his own money. But 
comprehensive central planning would be impossible under these con¬ 
ditions. The advocates of planning believe that if the whole economy 
is directed from the centre, the wealth and productivity of the country 
will increase more than if economic progress is left to the decisions and 
whims of individuals, each acting as he thinks best, instead of being 
fitted into a general scheme. 

5. Freedom of Choice by C’onsl'meks 

The third basic feature of capitalism is freedom of choice by con¬ 
sumers. We are free to do as much or as little saving as we please, 
and we can spend our money as w^e like. In normal times of peace, 
we are not rationed and we can give full scope to our tastes and prefer¬ 
ences. We are limited only by the size of our incomes. 

This is clearly incompatible with complete central planning, under 
which consumers can have only the goods which the central planning 
authority decides to produce. For example, under Russia's five-year 

also may lose in so far as he diverts factors from other fields where they would have 
been used in ways of more advantage to the community. On the other hand, the 
community may gain in so far as he employs worker's who would otherwise have 
remained unemployed. 
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plans most of her labour and resources have been diverted into develop¬ 
mental projects and heavy industries. Russia embarked upon a gigantic 
public-works programme designed to increase her future productivity. 
Consequently, her people had to go short for the time being of housing, 
clothing, food, and other consumers’ goods; it was they who performed 
the’saving and investment as directed by the plan. Within the field 
of consumers’ goods, they could indeed choose freely among those 
which were unrationed and available, but only those kinds and 
varieties were available that had been produced in accordance with 
j)lans decided upon in advance. 

Some people arc in favour of consumers being compelled to take 
what is good for them, instead of being allowed to have what they 
])lease. The\ say that most people are ignorant or foolish, or misled 
ijy advertisements. They spend their money unwasely. For example, 
liiey get less nutritional value than they should out of their expenditure 
on food because they buy the wTong kinds of food; or they spend too 
little on fo(jd in order to buy drink or nylon stockings or to go to the 
cinema. 

'I’lic same contention is applied to the realm of art. Left to them¬ 
selves, it is said, most people tend to buy ugly things rather than 
I)eautilul ones, and show a pcx>r taste in music, literature, and architec¬ 
ture. They should be made to follow the dictates of persons of good 
taste- f(jr cxarn])le, housing plans should be censored by an arts com¬ 
mittee, and trashy or v’uigar b(X)ks and films should be forbidden. 

Others reply lliat they would rather eat w’hat they like than what 
experts say is ijcst for them, that opinions on art change from one 
generation to another and in no event should be used as an instrument 
of dictatorship, and that they want to be free to live their owm lives. 
Douinless the State should help consumers to choose by forbidding 
advertisers to make false statements, by publishing analyses of the com¬ 
position and qualities of various branded products, by prohibiting 
adulterated foodstuffs, by letting the public know^ the views of expert 
dieticians, and in similar ways. It should help them to choose wisely, 
but it should not choose for them. 

1 shall not discuss this issue further. It is one which arouses strong 
feelings—witness the fierce debates on Prohibition. My present point 
is that freedom of choice by consumers is one of the basic institutions 
of capitalism. The whole system depends on sales; the struggle for 
profits is a struggle to satisly as efficiently as possible the w^ants of the 
buying public. 


6 . The Working of the Price Mechanism 

The surprising thing about capitalism is that it literally produces the 
goods -and distributes them. No central plan, cver\'body doing more 
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or less what he pleases, and yet every morning there is the milk, there 
is the paper, there are your means of transport, and the shops and 
restaurants and theatres are ready to supply you with whatever you 
want if you can pay for it. What is it that makes the wheels go 
round? 

The dominant motive behind all the decisions of businessmen, 
farmers, and others is the desire to make money. This is sometimes 
called the profit motive, but it applies to all kinds of producers, includ¬ 
ing wage-earners. A wage-earner will choose the job which pays him 
best, taking into account the hours and working conditions, just as a 
businessman will choose whatever course pays him best. 

This does not imply that everybody is selfish. A man’s character 
shows itself in the way he lives and in what he does with his money; a 
keen businessman may be a great philanthropist. But, other things 
being equal, it is only common sense to choose the course which pays 
best, provided that it is honourable and within the law. 

People want money in order to satisfy their wants (which may 
include helping others). Let us now think of them as consumers. 
Each has his own tastes, his own preferences, and tries to satisfy them 
as fully as possible from his limited means. If he would rather spend 
a shilling more a week on one thing and a shilling less on something 
else, he does so. He therefore tends to distribute his expenditure so 
that he would not prefer to transfer a little from one line to another. 
And under capitalism he is free to spend his money as he pleases, to 
decide for himself (perhaps acting on behalf of his family) what 
assortment of goods and services he prefers out of the many possible 
assortments that he could buy with a given sum, at the prices ruling 
in the market. 

How can consumers make their wants known to producers? Simply 
by spending, by buying what they want most. If all goods were 
produced to order, it would be quite clear that the consumer calls the 
determines what goods shall be produced and in what propor¬ 
tions, and therefore decides for what products means of production 
shall be used. Most goods are not produced to order ; they are 
ready and waiting for the purchaser. But this comes to much the 
same thing. All concerned are alert to anticipate the wants of the 
buying public; that is how they make their living. The whole system 
sales. If people buy less of one line, the shops order 
less of it next time, and less of it is produced; if they buy more of 
another line, the shops increase their orders, and more of it is pro¬ 
duced. If they want something which is not there—for example, a 
hairdressing saloon or a restaurant in a particular district, a book on 
a certain subject, a particular type of clothing—it pays somebody (if 
the potential demand is large enough) to meet their wishes. True, 
many of the goods produced are not consumers’ goods but intermediate 
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products bought by other businesses, yet the same applies to them. 
If the public demand for canned goods increases, the manufacturers 
need more cans and therefore more tin-plate; the increased demand 
for tin-plate (and therefore for tin and steel) has its origin in the 
anticipated or actual demand of consumers. 

If it happens that changes in the demands of the buying public are 
not anticipated, or met promptly (sometimes they cannot be, because 
some things take time to produce), what happens? The prices of the 
goods more in demand go up, for more people want them and so they 
become relatively more scarce. The prices of the goods less in demand 
go down, for fewer people want them, and so they become relatively 
more plentiful. Clearly, then, it pays to produce more of the former 
and less of the latter. The price mechanism registers the changing 
demands of consumers, and serv'es as a guide to producers. The pur¬ 
pose of economic activity is to satisfy people’s wants; the dominant 
motive behind economic activity is the desire for gain; and the two 
are harmonized by the price system. It pays to produce what people 
want. 

It pays, moreover, to produce in the most efiicient way—eflicient in 
tlie economic sense of keeping the costs of a given output as low as 
possible by good organization and by^ using the most suitable methods. 
'J'he lower the costs of a given output, the greater the net return to the 
producer. 

Changes may occur on the side of supply as well as on the side of 
demand. A large crop will bring down the price and stimulate con¬ 
sumption; a small crop will do the opposite. Nobody compels con¬ 
sumers to change the amounts they buy, but the rise or fall of prices 
induces some of them to do so. Again, an invejition (w'hen it comes 
into general use) may reduce costs of production and bring down the 
price of the product; less labour and resources are now needed to 
make the product; this good news is passed on to consumers in the 
form of a lower price for the product. If one producer does not lower 
his price, another will (in the absence of monopolistic agreements 
between them) because he can now^ increase his profit by selling more, 
even at the reduced price. 

In the absence of monopoly—about which I shall have a good deal 
to say later—the price system is a marvellous mechanism for regulating 
economic activity. Some labour, some land, some buildings, and some 
materials can be used for any of several purposes. How shall they be 
used? The consumers decide. The means of production which can 
be transferred to other uses will be transferred if, and only if, con¬ 
sumers would prefer them to be transferred. The consumers indicate 
their preferences by being willing to pay more for their products in 
the other lines. If it is possible (assuming full employment) to produce 
X more of one product at the cost of producing T less of another—by 
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transferring means of production from the latter industry to the 
former—this will be done if consumers would rather have the extra X 
and give up the T; that is, if they are prepared to pay more for the X 
than they were for the T. In this way, the price system is a system. 
Prices reflect alternatives. The public can have ;£^i,000 worth more 
otone thing by giving up 3^^1,000 worth of something else. Do they 
want this? If they do, it will pay the owners of the means of produc¬ 
tion to meet their wishes. Some wage-earners will find they can earn 
more by moving into the former industry, or some landowners will 
find they can get a higher net return by growing the former product. 
That is the way the wheels go round. Every producer, including 
wage-earners, does what pays him best; and it pays him best to use 
the means of production under his control for whatever purposes con¬ 
sumers will pay most for, relative to the costs of production. Hence, 
out of the multitude of different assortments of goods and serv'ices that 
could be produced from the labour and other resources available, the 
tendency is to produce that assortment which the buying public 
prefers, which satisfies its wants most fully. And tliis comes about 
because producers adjust their behaviour to the preferences of con¬ 
sumers, as indicated by the way they spend their money. 

7. The State 

The State, that is to say central and local governments and other 
public authorities acting on behalf of the community as a whole, plays 
a large part in modern economic life. In Great Britain, the State does 
considerably more today than it did before the war. The coal-mines 
and the railways have been nationalized; so have the Bank of England, 
Cable and Wireless, and the electricity and gas industries. The Post 
Office (including the telephone system). Broadcasting, and Civil 
Aviation were already nationalized before the war. The State controls 
a comprehensive nation-wide system of social insurance. Until May, 
1954, it rationed certain foodstuffs. It closely controls economic develop¬ 
ment, in particular the siting of houses and factories, foreign exchange 
transactions, and the quantities of imports which are permitted. 

Whether we should be better off with less State control is a very 
controversial question which cannot be discussed adequately in a few 
sentences or paragraphs. At this stage, I shall merely try to set out 
the main general principles governing State action. 

The dominant economic purpose of the community is to satisfy its 
wants as fully as possible from thr labour and other resources available. 
To quite a considerable extent the economic self-interest of individuals 
tends to make them act in harmony with this purpose. But this 
harmony is not always present or complete. It is the economic func¬ 
tion of the State to try to make it complete. 
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It is agreed by all that the State should maintain law and order. 
People must be prevented from killing or injuring one another, and 
from stealing or damaging the property of others. Contracts must be 
enforced; business would be impossible if people could refuse with 
impunity to provide the goods or services which they had promised to 
provide or to pay money which they had promised to pay. And in 
general, although here there is less agreement on exactly what the law 
should be on various points, the State should prevent people from 
behaving, or using their own property, in ways that are harmful to 
others. As the old gentleman said to the youth twirling his cane in 
the air: “Your freedom ends where my nose begins.” 

However highly they may value their liberty of action, most people 
are quite willing to be forced to conform to some general rule which 
is in the interest of all. A simple illustration is the general rule that 
traffic should keep to the left. Maybe some individualists would prefer 
to drive as they please, provided that everybody else had to keep to 
the left, but clearly that is not possible, and therefore they, too, are 
prepared to conform to the general rule. 

I'he price system cannot do everything. However smoothly it may 
work, there will always be some services which cannot or should not 
be left to private enterprise. Private enterprise provides goods and 
services which are divisible into units. If a loaf of bread costs 4d. you 
buy two loaves for 8d. or three loaves for Is.; the more you pay, the 
more you get, and if you pay nothing, you get nothing. So bakeries 
can be run Vj)' private enterprise for profit. But an army, for example, 
guards the whole area; it affords the same protection to any given 
citizen whctlicr he has paid much or little or nothing towards the cost 
of it. The benefit which it provides is indivisible; it cannot be divided, 
like bread, into units, each person buying as much or as little of it as 
he pleases. Hence Defence is provided by the State. It might be paid 
for by public subscription, but this would be unsatisfactory. Public 
subscription would probably provide far too little money for armed 
forces of a size which people thought necessary; each might give 
little or nothing in the hope that others would give more. The 
fairest method is to pay out of taxation, levied on some system 
generally approved as being “fair.” The same applies to other services 
that are generally desired and that yield an indivisible benefit—for 
example, public health measures to prevent diseases from arising or 
spreading. 

Again, the State provides some services which could be brought into 
the price system but are better provided free. For example, if cars or 
lorries were charged each time they used a road this would mean 
frequent stoppages to pay tolls; it is simpler to have “free” roads and 
to tax motor vehicles and petrol. When fuller use of a public park or 
a bridge or a museum would add very little to the costs of maintenance. 
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it is usually better to charge nothing and to let it be used by people as 
much as they wish. 

The State provides education, making it compulsory and free. It is 
generally thought desirable that children should receive a good general 
education, and specialized training in the professions and in technical 
subjects is needed to provide enough experts and technicians. But this 
form of investment, investment in “human capital” as against invest¬ 
ment in physical assets, would not be carried far enough if it were left 
entirely to private enterprise. Children usually have no means of 
paying for their own education; their parents are often unable, and 
sometimes unwilling, to pay the whole cost; and it is not legally pos¬ 
sible, nor would it be desirable, for speculators to invest in financing 
the education of boys or girls, obtaining in return a percentage of tlieir 
future earnings. Hence education is, in the main, provided and paid 
for by the State. 

Another of the State’s major tasks is to prevent monopoly. Mono¬ 
poly distorts the price system. Output is restricted in order to keep 
up prices. Hence prices do not properly reflect the alternatives avail¬ 
able. If more of a monopolized product could be supplied to con¬ 
sumers at a price of 6d. a unit, and the actual price is kept at Is., the 
influence of consumers on economic activity is, to that extent, thwarted. 
They would like a good deal more of the product at 6d., but not at Is. 
Hence output and employment are lower than consumers wish in 
industries where monopoly prevails. The labour and resourc es of the 
community do not satisfy wants as fully as they should, for too few of 
them are in the monopolized industries and too many in other indus¬ 
tries, or unemployed. The remedy is for the State to do away with 
monopolies and monopolistic practices, itself owning or controlling 
those monopolies which are inevitable. 

I discuss public policy in relation to monopoly, unemployment, and 
other matters, in later chapters. The above paragraphs are intended 
only to illustrate how the State endeavours to harness self-interest to 
the service of the community as a whole, and to supplement the price 
system, as well as ensuring that it works efficiently. 
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THE NATIONAL INCOME 
1 . Introduction 

1 ’he best way to get a general picture of the economic life of a country 
is to study detailed estimates of its national income. Indeed, economics, 
with reference to a particular country, could be defined as a study of 
the factors affecting the size, distribution, and stability of its national 
income. 

The concept of national income has become more prominent during 
recent years. For example, countries contributed to the United 
Nations Relief and Rehabilitation Administration on the basis of one 
per cent of their national income. Every year the British Government 
publishes detailed estimates of the national income; and similar 
estimates are published, officially or privately, by most other countries. 

I'he national income of a country could be measured in three dif¬ 
ferent ways if we knew all the relevant facts and figures. Tliese three 
ways can be illustrated by a simple analogy. Suppose we wanted to 
know the number of cakes, oranges, and bottles of lemonade supplied 
to a children’s picnic. One way to find out would be to go to the 
sources of supply. If the goods were supplied by shops, we could ask 
each shop how much it supplied, and add up the total. Alternatively, 
\ve could measure the goods after they had been distributed, putting 
down the number of cakes, oranges, and bottles of lemonade distri¬ 
buted to every individual child (if all were distributed, and none were 
lost or held back), and adding up the total. Finally, we could add up 
the amounts consumed by each child, plus the oranges and so forth 
that he did not consume on the spot but ‘‘saved,” taking them home 
in his pocket. Clearly all three methods should give the same result. 
If there were only three items—cakes, oranges, and bottles of lemonade 
—we could show the total for each item. But if there w'ere many 
thousands of items, as there are in the national income of a countr^^, 
we should have to add together their money values in order to get a 
single total. This would mean that in making comparisons with other 
countries, or other years, we should have to allow for differences in 
prices in order to get a comparison of real incomes. 

The same three methods apply to a country, although of course the 
national income of a country is merely a statistical aggregate; it is 
never gathered together in one heap like the food for a picnic; 
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production, distribution, consumption, and investment are going on 
more or less continuously all the time, and we arbitrarily select a period, 
usually a year, and measure the amount of this continuous flow dur¬ 
ing that period, fnThe “output” method measures it by its sources, 
when it is produced, sThe “incomes received” method measures it 
after it has been distributed and has appeared as incomes in the hands 
of“l;Tie recipients. "The “consumption plus investment” method 
measures how it is used, or disposed of, by its recipients; it is either 
spent by them on consumers’ goods and services or it is added to the 
assets of the country. I shall discuss Saving and Investment later; in 
the present context, when we measure what has in fact taken place, 
we can call net additions to assets either Saving or Investment. 

All three methods would measure exactly the same aggregate, 
ilamely the national income of the country for that particular year, 

' were it not for the fact that payments are made abroad and received 
from abroad. For the moment, I shall leave this complication on one 
side. 


2. Gross and Net National Product 

The output method measures the value of all goods and services pro¬ 
duced in the country during the year; the total is called the Gross 
National Product. 

^Tot an isolated country, the national product is identical with the 
national income. The value of everything produced forms part of 
somebody’s income—whether it be the income of an individual, of a 
firm, of a Government, or of an institution—and all incomes come 
“out of” the national product: there is no other source from which 
they can come. All the goods and services produced, taken togetlier, 
make up the total of real incomes. And they arc all either consumed 
within the country or added (if they arc capital goods) to the real 
assets of the country: the national product equals consumption plus 
investment., Nor is the picture fundamentally altered for most 
countries (as we shall see in Section 5) when we take account of 
transactions with the rest of the world. 

When we compute the national product, we must remember that 
four^classes of items do not change hands against money. They are: 
(.^z) goods consumed by those who produce them, such as farm produce 
eaten on the farm or fish eaten by the fishermen and their families; 
(b) services rendered by houses occupied by their owmers; {pj “free” 
Government services, such as defence, health, and education services 
for which no charge is made; and {^’) unpaid personal services, notably 
those rendered by housewives. 

There is not complete agreement among experts as to how these four 
items should be treated. It is generally agreed that (a) should be in- 



THE NATIONAL INCOME 59 

eluded. But some (including myself) think that they should be y^ued 
at their prices in the nearest local market (whicKls what the neighbours 
of the producers have to pay for them), while others think they should 
be valued at the net p rice which the producers could get for them if they 
sold them. It is generally agreed that {b) should be included,, at the 
current rental value of such houses. 

Most experts would include (c), valued at the cost to tlie Govern¬ 
ment of supplying these services. But some argue that the benefits of 
such services, for example of the preservation of law and order or of 
the maintenance of roads, go largely to industry and trade: that they 
assist in the production of the national output, and that their value is 
reaUy included in the value of the output produced by private enter¬ 
prise. 

No douljt if there were no police or no roads provided by public 
authorities, some private firms would provide their own. But in that 
event the composition of the national income would be different. For 
example, private firms might have to charge more for their products 
in order to cover the extra costs of the police and roads that they 
provided. 

As things are, the community as a whole pays for “free” sendees by 
taxation. Public servants are engaged in providing these services, and 
their salaries and wages form part of the national income as measured 
by the “incomes received” method. If “free” public services were 
excluded from the Net National Product, therefore, the two concepts 
would no longer coincide. I consider that the best course is to treat 
such “free” services as distinct and separate contributions to output, 
additional to the output produced by private enterprise, and to value 
these services at what they cost. 

As to (r/), unpaid personal services, the general practice is to omit 
them. If we included them it would be difficult to know where to 
draw the line: should we, for example, value the services of a man in 
shaving himself or in valeting himself? But we must be careful, when 
making comparisons between countries, to allow for any marked differ¬ 
ences in the amount of unpaid services rendered by housewives. And 
a change in social habits in a country'—for example, more women 
entering paid employment and engaging domestic servants to look 
after their homes and children—would lead to an apparent change in 
national income much greater than the real change. 

Whatever decisions wc come to about these four items, we should 
include them (valued in the same way) in “incomes received” and in 
“consumption” if we include them in the national product, and we 
should omit them from “incomes received” and from “consumption” 
if we omit them from the national product. 

No it em should be counted more than once. For example, if flour 
is used to make bread, the value of the flour is included in the value 
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of the bread, and it would be double-counting to include both. 1 here 
are many items of this kind. A great deal of output is bought by 
businesses, enters into their costs, and is embodied in their products. 
The goods or services produced by one firm are bought by others and 
used by them as materials or, in the case of services, for providing 
them with the heat, light, power, water, and other services which they 
need to produce their own output, y 

One way to avoid double-counting is to show only the value added hy 
each business. This is done by deducting from the total value of its 
output the cost of all items such as materials, fuel, containers, and 
services that it bought from other businesses, on the ground that these 
items are shown already in the outputs of those other businesses. 

The “value added” by a business is the net contribution made by 
the business to the national output. Some of it is paid in taxes to the 
Government, and some is set aside as a reserve against depreciation; 
the rest all goes in incomes either to the employees of the business or 
to the owners of the business (who may decide to leave some of it in 
the business as “undistributed profits”). 

The total output of the country, measured in the way described, 
counting nothing more than once, is knowai as the Gross National 
Product at market prices. 

Part of it represents “indirect” taxes on the goods produced. These 
are paid to the Government, and hence are not available to l)c paid 
out as incomes to the employees or owners of the business. For some 
purposes, therefore, they are best deducted. The result is known as 
the Gross National Product at factor prices. 

Again, the mere passage of time renders some assets less valuable. 
At the end of a year, plant and machinery arc a year nearer the scrap- 
heap. This is depreciation. If the business is to continue, depreciation 
must be made good, from time to time, by repairs, renew^als, and 
replacements of assets that have become, or are becoming, worn out. 
Hence it is usual to set aside a reserve for depreciation. Moreover, 
there is always the possibility of obsolescence. The present machines, 
or other assets, may become out of date, and it may be necessary to 
replace them by newer types, although they are still in good physical 
condition. The depreciation reserve covers obsolescence as well as 
physical wear and tear. Finally, some assets may disappear, being 
destroyed by disasters such as fire and flood. Mines will be the poorer 
by the minerals extracted from them. This is known as consumption^ 
or depletion, of capital or as disinvestment. 

For some purposes, depreciation and capital consumption should be 
deducted from the Gross National Product. The resulting figure is 
known as the Net National Product (measured either at market prices 
or, after deducting indirect taxes, at factor prices). 
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3. Incomes Received 

The second method of measuring national income is to add together 
the incomes of all persons in the country, plus incomes earned by 
contributions to output but not distributed to individuals: the trading 
profits of public authorities, the undistributed profits of companies, 
and any income from property owned by public authorities or by 
institutions. This method nieasures the national income after it has 
been distributed, and appears as incomes received by individuals and 
others as the value of their contribution to the national product. 

Again, wc must be careful not to leave anything out. Items such 
as farm produce consumed on the farm should be included if we 
include them in our estimate of the national product. Nor should we 
count any income more than once; for example, the distributed profits 
of a company appear as incomes received by its shareholders and 
should not be counted twice. 

A persf)n’s income should he taken after deducting business expenses, 
sucli as the cost of leather to a shoemaker. But only strictly business 
expenses, which he must incur in order to gain his income, should be 
deducted. It may well be claimed that a worker must have a certain 
amount of food to keep up his strength, that in some jobs one must be 
well dressed, and that some workers have to travel a considerable 
distance from their home to their work. For this purpose, these out¬ 
lays must not be treated as business expenses. The whole of the income 
available to the recipient for spending on food, clothing, travel, and 
other items for himself or his dependants, for paying his personal taxes 
and social security contributions, and for saving, should be counted. 

Some incomes, which an* real enough to their recipients, are transfer 
incomes, and for our present purpose they should be excluded. Suppose 
that a doctor earns ^{^3,000 a year, and makes his mother an allowance 
of /,'300 a year. Her £"300 a year is a transfer; it is a gift from her son, 
and is not paid her in return for any contribution which she makes to 
the national product. Non-contributory old age pensions arc also 
transfer incomes: a collective gift from the taxpayers to the aged, who 
make no contribution to output in return for their pensions. An 
important class of transfer incomes arises because in the past the 
British Government has raised loans to pay for wars. The interest 
payments on these loans ai'e a transfer, to which no current output 
corresponds, from the taxpayers to the holders of these Government 
securities. 

But suppose that the doctor, earning ;^3,000 a year, pays his gar¬ 
dener ^(,"300 a year. This should be included. The doctor produces 
;4^3,000 of medical services a year, and the gardener ;£'300 of gardening 
services a year: total ^^3,300. We should not be led astray by the fact 
that money circulates. It is true that the £300 comes out of the 
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pocket of the doctor, and is part of his ^{^35000 a year. But it is paid 
to the gardener in return for services rendered, just as most of our 
incomes are paid away in return for goods supplied or for services 
rendered. In the same way, a company may have borrowed money 
(for example, by issuing debentures) on which it has to pay interest. 
Such payments come out of the value of the output of the company 
and should be included; they are not transfer incomes. 

It is customary to measure individual incomes without deducting 
income-tax or surtax.- Yet we include also the incomes of civil ser¬ 
vants (who may be paid out of receipts from income-tax). Is this 
double-counting? No; for income-tax payers and civil servants alike 
earn their full salaries by their contribution to the national output. 

The sum total of the incomes of individuals and other bodies, 
measured in this way, equals the national product; every income 
/ comes out of the national product and is paid in return for contribu- 
' tions to the national product rendered by the persons themselves or by 
their property. 


4. Consumption and lNvr:sTMENT 

The third method of measuring national income is to measure con¬ 
sumption plus investment. Consumption is the total amount spent on 
consumers’ goods and services. Such items as foodstuffs consumed by 
their growers, the rental values of owner-occupied houses, and free 
board and lodging provided for domestic servants, should be included 
if they are included in the “net national product” and “incomes 
received’’ estimates. Investment is the value of net additions, including 
stocks of goods in the hands of traders, to the physical assets of the 
country. In everyday speech a man is said to invest when he buys 
existing securities or real estate or other assets from somebody else. 
But such a transaction is merely a transfer of ownership; it neither 
increases nor diminishes the total assets of the country. Investment as 
used here means new investment. It is the value of all additions and 
improvements made to real, physical assets in the country during the 
year, less any changes in the opposite direction, such as the depletion 
of coal reserves. It is measured by the value of all such assets at the 
end of the year, minus their value at the beginning of the year. Invest¬ 
ment in this sense is net investment. Gross investment includes assets 
used to provide repairs, renewals, and replacements to make good 
the wastage of depreciation. 

We are still assuming that the country is isolated from the rest of 
the world. It follows that all the goods and services produced must 
be either consumed in the country or added to the physical assets of 
the country. In other words, consumption plus investment should 
equal Net National Product. 
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5. Transactions with Other Countries 

We must now drop our assumption that the country is isolated. 

A country tr^es with the rest of the world. She produces goods 
which she does not herself consume (or invest) they are exported. 
And she consumes (or invests) goods which she has not herself pro¬ 
duced; they are imported. 

Foreign trade may be of vital importance to a country. Great 
Britain, for example, imports half her food and much of her raw 
materials. Without foreign trade it would be impossible for her to 
maintain her 50 million people at anything like their present standards 
of living. 

A change in the volume of foreign trade may thus be very^ significant. 
So may a change in the terms of trade (discussed in Chapter XXXIV); 
if the export prices of a country rise (relatively to the prices she must 
pay for her imports), she can purchase more imports than before with 
a given quantity of exports. 

Ncvertlieless the arithmetic of national income estimates is not 
directly affected by the exchange of exports for an equal value of 
imports. The value of the national product still equals the value of, 
consumption plus investment, although some of the goods produced 
are exported and some of the goods consumed (or invested) are 
imported. 

A discrepancy between national product and national income does 
arise, however, if a country makes interest payments to the rest of the 
world. Part of her output is neither consumed at home nor exchanged 
for imports; it goes away as “unrequited exports’’ to pay ir^tercst on 
loans borrowed abroad or to pay profits on investments made in the 
country by foreigners. Her national income (available for distribu¬ 
tion) is her national product less such payments made abroad. 

Conversely, a country that has lent or invested money abroad 
receives interest payments (and dividends, etc.) from abroad which 
make her national income greater than her national product. 

For some purposes, account may be taken also of capital transac¬ 
tions with the rest of the world. For example, since the war Great 
Britain has received loans and other assistance from the United States, 
She has therefore been able to consume (or invest) a greater value 
than she produced. 

On the other hand, Great Britain has released some of the sterling 
balances ^ built up in London during the war by India and other 
countries. These releases, like any repayments of foreign loans, involve 
unrequited exports to that value. 

For most purposes of national income estimation, however, we can 
ignore such capital transactions, and define national income as 
1 Sec Chapter XXXVI, Section 3. 
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national product plus or minus net interest payments (and dividends, 
etc.) received from or made to the rest of the world. 

6. The National Accounts 

For some under-developed countries, the only practicable method of 
estimating the national income is the output method. VVe must 
estimate the national product by valuing the goods and services pro¬ 
duced, checking our estimate if possible by estimates of incomes 
received and of consumption plus investment. 

But for the countries where more data are available, the standard 
practice nowadays is to prepare an estimate of the national income 
in the form of national accounts. The national accounts combine 
and consolidate estimates of national product, incomes, and con¬ 
sumption plus investment, and give a comprehensi\’e view of all 
transactions. 

In their simplest form, the national accounts present an account for 
Households, another for Enterprises, and a third for Government (‘‘the 
public sector”), together with an account showing Capital Formation 
(Investment) and one showing transactions with the rest of the world 
(the Balance of Payments). 

The accounts are based on double-entry book-keeping. I‘\>r every 
seller there is a buyer. Every transaction, therefore, has two sides to 
it, and appears as a debit in one account and as a credit in another; 
the accounts, therefore, must balance. 

For example, the account for all Enterprises (businesses), taken 
together, shows on the debit side their receipts from the goods and 
services which they have sold to the public or the Government. (Sales 
from one enterprise to another cancel out and are not recorded; this 
is a simple method of showing only “value added”). These items 
reappear on the credit side of the Households Account, showing sums 
spent by households on purchases from enterprises, and on the credit 
side of the Government Account, showing purchases by the Govern¬ 
ment from enterprises. 

The items on the credit side of the Enterprises Account show how 
businesses disposed of their receipts. For example, they paid wages 
and salaries to their employees and dividends to their shareholders. 
These items appear on the debit side of the Households Account; they 
are costs to the enterprises, but incomes to the recipients. Again, 
enterprises pay taxes to the Government, and these appear on the 
credit side of the Enterprises Account and on the debit side of the 
Government Account. 

A note on the British national accounts for 1953 is given at the end 
of this chapter. 

This system of estimating and setting out the national income 
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ensures that all items are consistent with one another. On the other 
hand, if there is an error, it is repeated throughout the Accounts; and 
on this system it is a little awkward to deal with transactions which do 
not involve money payments. 


7. The Significance of National Income Estimates 

The ostensible purpose of national income estimates is to arrive at a 
figure showing the total national income. But their value lies mainly 
in the detailed figures of the various components of national income. 
It is the details which throw light on the working of the economy. 
They show the contributions made by the various branches of industry 
and trade to the national product, how the national income is dis¬ 
tributed among different categories of income—such as wages and 
profits—and the sources and forms of capital formation. We can 
imagine the streams of expenditure on consumption and investment 
generating incomes and employment; we can see the part played by 
the Government in the national economy. 

It is true that the figure of national income is a basic and compre¬ 
hensive figure. Tlie national income is the source from which all 
wages, salaries, profits, and other incomes must come. It is the source 
of all expenditure to maintain and improve standards of living, to 
increase the physical assets of the country, and to provide revenue for 
the Government. If we had no estimates of national income we should 
be compelled to rely on less complete and less satisfactory statistics for 
an indication of the economic position of the country\ For example, 
we should have to rely on such statistics as the revenue of the Govern¬ 
ment, the amount of foreign trade, the output of certain industries, 
the wages of certain types of workers. Such statistics, because they 
are less comprehensive than a national income estimate, might be mis¬ 
leading. For example, one government might tax more heavily, or 
collect its taxes more efficiently, than another; some countries have a 
larger proportion of foreign trade (relatively to their total output) 
than others; figures on particular industries or particular wages might 
give a false impression of the general trend. 

If we had to restrict ourselves to one single figure as a measure of 
the economic position of a country, the most comprehensive figure 
would be that of national income. For most purposes of comparison, 
however, we should allow for differences in population and in price 
levels; the appropriate figure is that of “real” national income per 
head of population. 

But we are under no compulsion to restrict ourselves to a single 
figure, and in order to give a more complete picture we should supple¬ 
ment the figure of national income by other data. The most important 
of these other data are: the amount of unemployment; the extent of 
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inequality of personal incomes; assets and liabilities; the state of 
health, education, and research; and working conditions. 

I have already discussed the first two and also working conditions. 
I should, perhaps, say a little about the other two. 

It is true that assets and liabilities are to some extent reflected in 
the size of the national income. For example, a fairly developed 
country is likely to have a bigger output per head than an under¬ 
developed country which is only sparsely provided with roads, rail¬ 
ways, power stations, irrigation systems, factories, and other assets. 
Again, a country with substantial foreign investments receives net 
income from abroad, whereas a country with a large foreign debt has 
to use part of its output to pay interest to non-residents. 

Nevertheless assets and liabilities are important in themselves; they 
are a partial indication of how well the country is equipped to meet 
the future. For example, the sterling balances mentioned earlier 
represent a potential claim on the output of Great Britain which is 
significant bc.th to the countries which own them, to whom they are 
assets, and to Great Britain, to whom they are a liability. 

The improvement of the health and education of the people, and 
the development of research, are often at least as fruitful a way of 
providing for the future as investment in material assets. Output 
depends on the quality of the people, and on their knowledge, as well 
as on their environment. Some measure of the former factors is very 
relevant to an assessment of the economic position of a countr\^ 

Other facts also may be relevant; some examples are given in the 
next section. The general conclusion is that the figure of real national 
income per head is the best single index of the economic position of a 
country, but that it should be supplemented by other data in order to 
provide a more complete picture. 

8. Comparisons of National Incomes 

Before comparing the national incomes of two countries, we should 
make sure that they are both estimated in the same way. For example, 
one estimate may be made at market prices and another at factor 
prices (by deducting indirect taxes from the market-prices estimate), 
or one may value foodstuffs consumed by their growers on a different 
basis from the other. Adjustments may be needed for a true com¬ 
parison. 

For most purposes, we should “divide by the population.” For 
example, in 1950 the national income of the United Kingdom was 
about 1,500 million, and of India about £7,500 million. But the 
United Kingdom had a population of only 50 million, and therefore 
its national income per head was £250, whereas India had a population 
of 330 million and a national income per head of only £25. 
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In order to compare real national incomes per head, allowance must 
be made for differences in price levels. Even when indirect taxes are 
deducted from prices, the level of prices in one country may be much 
higher than in the other. If so, it would be misleading simply to 
convert one currency into the other at the official rate of exchange 
between them. The official rate of exchange of an Indian rupee is 
Is. 6d. But if a rupee buys twice as much in India as Is. 6d. buys in 
the United Kingdom (in fact it does not—this is merely a hypothetical 
illustration), then the real national income per head of the United 
Kingdom is not ten times that of India to £27)), but only five 

times. 

In order to compare the economic position of two countries, we 
must take account not only of their real incomes per head, but also of 
the supplementary data mentioned in the previous section and of any 
other relevant differences in conditions. 

For example, Italy is a more pleasant country to live in than most 
because of her fine buildings, art treasures, beautiful scenery, and sun¬ 
shine. Again, in one country most of the women may be housewives, 
while in another most of them go out to work. Again, one country 
may need to spend more than another on such purposes as defence or 
flood control; and in the tropics, the need for substantial houses, warm 
clothing, and fuel is less than in cold climates. 

Specialization by areas, giving rise to external and internal tradcj 
increases the real income of a countr^\ But the consequent increase 
in its money income, which is swollen by the costs of transporting and 
distributing exports and imports, and of trade between town and 
country or between one district and another, exaggerates the extent to 
which its real income exceeds that of a country' where there is less 
specialization by area and wdiere most of the population consists of 
local groups which are largely self-supporting. 

The same considerations apply to comparisons of national income 
per head for the same country between tw^o periods of time. Allow¬ 
ance must be made for changes in price levels: a higher money income 
may merely reflect inflation. Any particular year may have been 
abnormal in some respects. For example, it may have been a year of 
boom or a year of slump. The harvest may have been especially good 
or especially poor. There may have been disasters such as earthquakes, 
floods, or civil war. The terms of trade may have been especially 
favourable (giving a larger real income for the same physical national 
product) or especially unfavourable. And account should be taken 
of any changes in other relevant conditions, such as assets and liabilities, 
working conditions, the health of the people, and the amount of 
unemployment. 

The general conclusion is that too much weight should not be given 
to comparisons of national income, whether betw^een countries or 
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between the same country at different times. Differences in ways of 
living may be too great for any close comparison to be made; it is 
difficult, as we shall see later,^ to make proper allowance for differences 
in price levels; and many other data may be relevant to a complete 
picture. 


9. National Income and Public Policy 

A number of countries rely heavily on forecasts of their national 
income, or rather on forecasts of what the various items would be if 
the Government did nothing to change them, in determining what 
their economic policy will be. In Great Britain, the Chancellor of the 
Exchequer frames his policy in the light of such forecasts, some of 
which are published (usually in March, just before the Budget) in an 
annual White Paper called Economic Survey. 

Of course, forecasts may prove wrong. Nevertheless they are neces¬ 
sary. A Government which exercises a good deal of control over the 
economic life of the country must make up its mind in advance on the 
extent to which relevant conditions are likely to change, although it 
should be ready to alter its tactics as soon as the first danger signals 
indicate that its views were mistaken. 

One important question with which pf)st-war Economic SurvTys 
have been concerned is the Balance of Payments.“ 1'hey have said, in 
effect: “I'lic national income this year looks like being so many million 
pounds. "Ellis means that if people arc free to spend as much as they 
please on imj)(.)rts, so many million pounds will l^e spent on imports. 
But that is more than we can pay for with our exports. So we must 
cut down on (nir imports, prohibiting or restricting certain items of 
our imports, and we must try to increase our exports. I'his applies 
especially to (air trade with the United States and (jther ‘dollar’ 
countries.” 

In general, forecasts of national income and its components assist 
the Government to frame its economic policy concerning such matters 
as employment, inflation, investment, and saving. These subjects are 
discussed at length later in the book, but at the risk of being unintel¬ 
ligible I will give a few illustrations now. 

Suppose it appears that the amount of money likely to be spent will 
not be sufficient to provide fairly full employment. The Government 
may decide to borrow in order to expand public expenditure on 
public works or other purposes. Or it may reduce taxation, leaving 
people more money to spend; or it may reduce interest rates, thereby 
encouraging expenditure on Investment. 

If, on the other hand, the amount of money likely to be spent is so 

* Chapter XXXIII, Section 2. 

^ Discussed in Chapter XXXV, and in Part VII generally. 
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large that it substantially exceeds the value (at present prices) of the 
expected supplies of goods, the cost of living will be likely to rise. The 
Government may therefore take opposite measures to those named 
above, increasing direct taxation, for example, in order to prevent 
prices from rising. 

Again, it may appear from the forecasts that Investment is likely to 
be too small or too large, or not to take the most desirable forms. 
Private investment can be stimulated by, for example, tax concessions 
or low interest rates, and checked by opposite measures. 'T he Govern¬ 
ment can control the form of private investment—for example, by 
allocating scarce materials such as steel and by permitting new 
factories and other buildings only if it approves. And the Government 
itself carries out Investment (for example, in the nationalized indus¬ 
tries) and can vary the amount and directions of its own Inv^estment. 

Again, it may seem likely that there will be too little private saving. 
In that event, the Government may budget for a surplus (as the 
British Government has done during recent years) in order to supple¬ 
ment private saving by savings made out of tax receipts; and it may 
take various measures to encourage private savings and to keep down 
private expenditure on consumers^ goods: for example, it may impose 
purchase taxes on luxuries and semi-luxuries. 

I hope these illustrations will suffice to show that estimates and 
forecasts of the national income may play a leading part in the forma¬ 
tion of economic policy. 

Note 

The National Income of the United Kingdom, 1953 

Every year the Central Statistical Office publishes a Blue Book giving 
estimates of National Income and Expenditure for the United King¬ 
dom. The figures in this Note are taken from the estimates for 1953 
given in the Blue Book published in August, 1954. 

This Blue Book contains ten Summary Tables and thirty-nine sup¬ 
porting Tables, giving more detailed information. The headings of 
the ten Summary Tables are as follows— 

1. Gross national product. 

2. Personal income and expenditure. 

3. Corporate income appropriation account. 

4. Revenue account of Central Government, including National 

Insurance Funds. 

5. Current account of local authorities. 

6. Combined capital account of the United Kingdom. 

7. Transactions with the rest of the world. 

8. Social accounts of the United Kingdom, 1953. 

9. Shares in the gross national product. 

10. (i) Gross national product at factor cost by industry of origin. 
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10. (ii) Gross national product at factor cost by category of cxpendi- 
ture. 

All the above Tables except Table 8 give estimates for each year from 
1946 to 1953, but I shall refer only to the 1953 figures. 

The first seven tables together form the national accounts. They 
are brought together in Table 8, which sets out the national accounts 
as a whole. Tables 9 and 10 giv^e fuller details on distributive shares 
and on output. 

Six “sectors” of the economy are distinguished, namely (1) persons, 
(2) companies, (3) public corporations (such as the National Goal 
Board and llie British Transport Commission), (4) the central govern¬ 
ment, (5) local authorities, and (6) the rest of the world, in so far as it 
has transactions with the United Kingdom. 

The choice of these six sectors has been governed partly by con¬ 
venience and by the information available. For some purposes, it 
would be preferable to group all enterprises together in an Enterprises 
Account. Table 3 does combine companies and public corporations. 
But the trading income of the central government is shown, for con¬ 
venience, in 'Fable 4 and that of the local authorities in Table 5. It 
would be very desirable to separate the business accounts of self- 
employed persons, such as farmers, from their household accounts. 
But this is not possible, and therefore this group is included under 
persons in Table 2. 

I think that the reader will find it helpful to regard all these tables as 
record ingyZea^j' of money, although for some items, such as the provision 
for depreciation made by companies, no money may actually change 
hands. 

For cadi table the totals of the two sides (receipts and payments) 
are equal to one another. This result is brought about in Tables 2, 3, 
4 and 5 by a surplus on the right-hand (expenditure) side. This 
surplus is the estimated sum available to provide for depreciation and 
stock appreciation ^ and for saving. 

Every item appearing on one side of a table appears also on the 
opposite side of another table. Thus the surpluses just mentioned all 
appear again on the left-hand side of Table 6: “Combined capital 
account.” To give another example, taxes on income appear as pay¬ 
ments by persons (1,146) ^ and companies (950) on the right-hand 
sides of 'Fables 2 and 3 and as revenue to the central government 
(2,096) on the left-hand side of Table 4. 

Table 1: “Gross national product” is a general table covering all 
sectors. The left-hand side shows three broad streams of expenditure 
at market prices: on personal consumption (11,076), on goods and 
services currently purchased by public authorities (3,074) and on gross 

^ Discussed in Chapter XXIX, Section 2. 

2 Figures are in £ million and relate to 1953. 
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domestic capital formation (2,534). These three streams of money 
expenditure generate the “factor incomes*’—income from employ¬ 
ment, gross trading profits of companies, and so forth—shown on the 
right-hand side of Table 1. 

If these streams of money expenditure become larger or smaller, 
then so will the money incomes which they generate. As we shall see 
in Chapter XXIII, the stream most likely to fluctuate considerably is 
gross domestic capital formation, or gross investment. If private 
investment falls off, because prospects of profit are poor or rates of 
interest high, or for any other reason, then total money incomes will 
fall. In a country such as Great Britain, this fall will largely take the 
form of increased unemployment. When money incomes fall, the 
stream of expenditure on personal consumption tends to fall too, 
making incomes fall, and unemployment increase, still further. This 
happens unless the fall in private investment is offset by an increase in 
public investment or in current public expenditure. 

Keynes pointed out that if people try to save more, this will reduce 
the stream of expenditure on personal consumption, and will reduce 
money incomes and create unemployment unless there is an offsetting 
increase in investment (or in current expenditure by public author¬ 
ities). This is perfectly true. But the practical problem nowadays is 
to induce people to save more, in order to provide money for all the 
“capital formation” (investment) which we need and cannot pay for. 

Expenditure on personal consumption and on private investment 
comes out of factor incomes. But it is more helpful to regard money 
expenditure as generating factor incomes than to regard incomes as 
generating expenditure. For the amount of expenditure depends on 
other influences as well as on the size of incomes. It is reduced, to a 
greater or less extent, by the amount taken by the Government in 
taxation; and it can be increased or reduced by expanding or con¬ 
tracting the volume of bank credit. 

I return to Table 1. The three streams of expenditure which I have 
already mentioned are supplemented by expenditure, by the rest of 
the world, on British exports and other items (3,853) and are dimin¬ 
ished by British expenditure on imports and other payments made 
abroad (3,726), giving a gross national expenditure at market prices 
of 16,811 million. 

From this total, taxes on expenditure (2,370) are deducted and 
subsidies (355) “added back,” showing a gross national product (at 
“factor cost”) of;{^14,796 million. 

This is called a “gross” figure because depreciation has not been 
deducted. It has not been deducted because a good estimate of its 
amount cannot be made.^ The figure of 14,796 million is a gross 

^ Some figures for depreciation, relating mainly to the statutory allowances for 
income-tax assessment, arc given at the end of the Blue Book. They include ‘initial 
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“national income” estimate; that is to say, it relates to the incomes of 
residents of the United Kingdom and not only to output originating 
within the geographical area of the United Kingdom. For it includes 
property incomes received from abroad (532) less property incomes 
paid abroad (346). 

The left-hand side of Table 1 is thus a summary of gross national 
income estimated by the Consumption plus (gross) Investment method. 

The right-hand side of Table 1 shows how this total of 14,796 
million is divided into shares in the gross national product: £9,488 
million to income from employment, and so forth. It is a summary 
estimate of gross national income by the “Incomes Received” method. 
(Table 2 gives fuller details of personal incomes. Thus Table 2 divides 
income from employment (9,488) into wages (5,770), salaries (2,900), 
pay of the Forces (365) and employers’ contributions (453). Most of 
the figures are reproduced in Chapter XXV, Section 2.) 

Tables 2, 3, 4 and 5 relate to sectors of the economy. They show on 
the left-hand sides the income or revenue and on the right-hand sides 
the expenditure on current consumption (or, in Table 3, on dividends 
and interest paid out) and on gross capital formation, together with 
some “transfer” items (such as national debt interest (625) paid by the 
central government, shown in I'able 4). 

Table 6 is a combined capital account. The left-hand side brings 
together the “surpluses” ^ available for gross capital formation, amount¬ 
ing to £2,759 million. The right-hand side shows how these surpluses 
were used: 

£ million 


Gross fixed capital formation at 

home ..... 2,333 

Value of physical increase in 

stocks and work in progress . 201 

Investment abroad (net) . . 225 

Total investment . 2,759 


Table 7 summarizes transactions with the rest of the world. These 
transactions are discussed in Chapter XXXV, on Balance of Pay¬ 
ments, Section 4. 

I reproduce the three following Tables, as likely to be of general 
interest. 

allowances” and total /^788 million for 1953. But we are warned that they do not 
cover all classes of fixed capital assets and should not be deducted from the gross 
national product to obtain an estimate of net national income. 

There is also the difficulty that replacement values of many assets arc now much 
above their original cost. 7'here is brief discussion of this point in Chapter XXIX, 
Section 2. 

The national accounts as presented in the Blue Book do not show some elements 
of capital consumption, such as the depletion of mineral resources. 

^ These are discussed in Chapter XXVII, Section 4. 
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Gross National Product by Industry of Origin 

1953 million 

Agriculture, forestry and fishing ..... 780 

Mining and quarrying ...... 537 

Manufacturing ........ 5,489 

Building and contracting ...... 908 

Gas, electricity, and water . . . . . . 332 

Transport and communication ..... 1,091 

Distributive trades ....... 1,756 

Insurance, banking, and finance (including real estate) 366 

Other services ........ 1,305 

Total production and trade . . . . . 12,564 

Public administration and defence . . . . 931 

Public health and education services . . . 447 

Ownership of dwellings . . . . . 371 

Domestic services to households ..... 98 

.Services to non-profit-making bodies .... 65 

less Stock appreciation ...... 75 

Residual error ........ 59 

Gro.ss domestic product at factor cost .... 14,610 

Net income from abroad . . . . . . 186 

Gross national product at factor cost .... 14,796 


Consumers’ Expenditure at M.\rket Prices 


1953 



£ million 

Food 

a. Household expenditure 

Bread and cereals 



527 

Meat and bacon . 



740 

Fish. 



93 

Oils and fats 

. 


156 

Sugar, preserves, and confectionery 


358 

Dairy products 

. 


521 

Fruit ..... 



232 

Potatoes and vegetables 



301 

Beverages .... 



145 

Other manufactured food 



90 

Total .... 

, 


3,163 

b. Other personal expenditure 

• 


386 

Total food 

, 


3,549 

Alcoholic drink 

a. Beer ..... 



570 

h. Wines, spirits, cider, etc. . 

• 

• 

299 

Total alcoholic drink 


• 

869 
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Consumers’ Expenditure at Market Prices 


1953 

3. Tobacco 

a. Cigarettes . . . . 

h. Pipe tobacco, cigars, and snuff 

Total tobacco 

4. Housing . . . . . 

5. Fuel and light 

a. Coal . . . . . 

b. Electricity . . . . 

c. Gas ...... 

d. Other . . . . . 


Total fuel and light 

6. Durable household goods 

a. Furniture and furnishings 
h. Hardware, radio and electrical goods 

Total durable household goods 

7. Other household goods 

a. Matches ...... 

b. Soap and soapless detergents . 

c. Other cleaning materials, etc. . 

Total other household goods . 

8. Clothing 

a. Footwear ..... 

b. Other clothing 

i. Men’s and boys’ wear 
ii. Women’s, girls* and infants’ wear 

Total clothing 

9. Recreational goods 

a. Books ...... 

b. Newspapers ..... 

c. Magazines, etc. .... 

d. Other ...... 


Total recreational goods 

10. Chemists’ goods , . . . 

11. Other goods . . . . 

12. Private motoring and cycling 

13. Travel 

a. Railway . . . . . 

b. Other . . . . . 


Total travel . . . . 

14. Communication services 

a. Postal ...... 

b. Telephone and telegraph 

Total communication services 


£ million 

723 

114 


837 

835 

189 

112 

106 

42 


449 


384 

320 

704 

19 

87 

34 

140 


190 

294 

580 

1,064 

40 

95 

42 

115 

292 

153 

147 

366 

107 

327 

434 

44 

33 


77 







THE NATIONAL INCOME 75 

Consumers* Expenditure at Market Prices 

1953 £ million 

15. Entertainments 

a» Cinema . . . . . . . Ill 

b. Other ........ 73 

Total entertainments . . . . 184 

16. Domestic service ....... 98 

17. Other services ....... 785 

18. Income in kind not included elsewhere . . 77 

19. Less Expenditure by foreign tourists, etc., in the 

United Kingdom . . . . . . —116 

20. Consumers’ expenditure in the United Kingdom . 10,944 

21. Consumers’ expenditure abroad . . . . 132 

22. Total. 11,076 

Gross Fixed Capital Formation by Type of Asset 

1953 million 

1. Public road passenger vehicles . . . . 18 

2. Road goods vehicles ...... 93 

3. Passenger cars ....... 60 

4. Railway rolling stock . . . . 37 

5. Ships ......... 103 

6. Aircraft ........ 10 

7. Plant and machinery ...... 821 

8. New housing . . . . . . . 631 

9. Other new buildings and works . . . 521 

10. Legal fees, stamp duties, etc, .... 39 


11. Total . 


2,333 
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CHAPTER V 


THE VOLUME OF PRODUCTION 

1. The Significance of the Volume of Production 

I cannot stress too strongly the great importance of the volume of 
production, the national output of goods and services. Manna no 
longer falls from heaven. Everything we eat, drink, wear, enjoy, or 
use—everything except gifts of nature—comes into existence by being 
produced. The greater the volume of production, the more there is 
available for consumption by the community as a whole, and the 
higher can be the general standard of living. Conversely, it is impos¬ 
sible to share out more than there is to share, to get a quart out of a pint 
pot. The volume of production sets a maximum upper limit to stan¬ 
dards of living. These fundamental platitudes, so obvious and yet so 
often ignored, are the most important lessons which economics has to 
teach. 

It is true that there are other influences which affect standards of 
living and that it is possible for standards of living to improve, at any 
rate temporarily, without any increase in the volume of production 
per head. But these other influences are of much less quantitative 
importance, in the long run, than the latter. They may be grouped 
under the four headings: nicasures to reduce inequality, investment 
and disinvestment, the tenns of trade, and loans and gifts from or to 
other countries. 

Something can be done to relieve poverty, and to raise the standards 
of living of the masses at the expense of the relatively rich, by sharing 
the available goods and scr\'ices more evenly: by taxing the rich for 
the benefit of the poor. Such measures do not directly affect the size 
of the total to be divided (although they may indirectly increase it by 
improving health and education, or indirectly reduce it by weakening 
incentives to work and invest), but they do divide it more equally. 
But, as we have seen already, social reformers have not much to hope 
from further redistribution of this kind in a country’ such as Great 
Britain, which already does a great deal to reduce inec^uality . The 
rich are so relatively few in numbers that further measures of re¬ 
distribution w’ould have little effect in raising the standards of living 
of the masses. 

In the short run, current output can be supplemented from stocks of 
goods, and workers and materials can be diverted from the production 

79 
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of buildings, machinery, and other capital goods, and employed 
instead on increasing the output of consumers’ goods. This is capital 
consumption, or disinvestment. But it can raise standards of living 
only for a short time. It is necessary to maintain working capital, 
such as stocks of materials and other goods, and fixed capital, such as 
buildings and machinery, in order to keep up the output of consumers’ 
goods. If capital is not maintained, then after a time there will be a 
substantial fall in output and, therefore, in standards of living. 

The output of a country^ can be divided into two parts: goods and 
services consumed at home (//), and goods and services exported {E), 
The latter exchange against imports (/). Hence the volume of pro¬ 
duction is // + £', but the volume of consumption plus investment is 
// + /. A favourable change in the terms of trade of a country, a unit 
of her exports exchanging for more imports than before, will give lier a 
larger H ^ I, making possible higher standards of living, for the same 
volume of production. But the quantitative importance of the terms 
of trade to a country' depends on how large a proportion of her output 
she exports. Great Britain exports about 20 per cent of her output, 
so that a given percentage improvement in her terms of trade would 
increase her // + / by only a fifth of that percentage. The percentage 
improvement (or worsening) in her terms of trade is usually quite 
small from one year to another. The biggest movements during recent 
times have been an improvement of about 20 per cent in 1930-32 
(when the prices of her imported foodstufl's and raw materials fell 
heavily during the Great Depression) and a worsening of about 20 per 
cent between 1949 and 1951 (when raw material prices rose with 
rearmament and stock-piling); these movements were exceptional 
Hence for Great Britain changes in the terms of trade (althougli they 
may have a dominant influence, if they are large, in the short run) 
are of much less importance in the long run than changes in output; they 
are more significant for countries like Australia and Malaya, which 
export a larger proportion of their output and whose principal exports 
(wool from Australia and rubber from Malaya) are subject to wide 
variations in price. 

Finally, a country may borrow or receive gifts from abroad (or 
conversely). An external loan increases the goods and services avail¬ 
able to her for the time being, but it must eventually be repaid, 
usually with interest. Gifts from other countries do not have to be 
repaid. But if such gifts are on a large scale, they are usually made 
only for a short period in order to help the recipient countries to get on 
their feet again; the leading example during recent times is the gifts 
made by the United States to Great Britain (under Marshall Aid and, 
later. Defence Aid) and other countries after the war. 

The conclusion is that all these other influences affecting standards 
of living are less important in the long run, for most countries, than the 
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volume of production per head. The really big differences in standards 
of living are predominantly due to the latter. For example, standards 
of living in Great Britain today are two to three times higher than a 
hundred years ago, and this is mainly because output per head is two 
to three times higher today than it was then. Again, the main reason 
why standards of living today are so much higher in Great Britain 
than in under-developed countries is that output per head is so much 
higher in Great Britain. Measures to reduce inequality are of great 
social importance, but they do not increase the total to be divided. 
We cannot escape the fact that consumption is limited by production; 
unless output increases, measures of redistribution cannot do much to 
raise general standards of living. 

2. The Measurement of the Volume of Production 

The volume of production of a country is the same thing as the size of 
its national product. It can be measured either gross or net; the 
latter is the former less deductions for depreciation and capital 
consumption. 

Many thousands of different goods and services are produced. The 
only way to add them together to form a statistical total is to add their 
money values, avoiding double-counting. But over a period some 
prices will have risen and others fallen; on the average, there may havx 
been a significant rise (or fall) in the general level of prices. It is the 
quantities and qualities of the goods and services, and not their prices, 
which affect standards of living and the amount of real Inv^estment. 
In order to make significant comparisons, either over time or between 
countries, we must somehow eliminate the effect of price changes. We 
are then said to measure “volume.” The “volume” of output is not, 
of course, its weight in tons or its size in cubic feet. If a counti^^ were 
to produce a million more tons of iron ore and a hundred thousand 
tons less of textiles, its volume of production would fall (because tex¬ 
tiles are worth more than ten times as much, per unit of weight, as iron 
ore). The volume of production is the value of production measured 
not at actual prices, but at constant prices. 

Suppose, for example, that the year 1950 is selected as the “base” 
year. All the goods and services produced in subsequent years could 
be valued not at their current values, but at what their value would 
have been in 1950. Thus, if a bushel of wheat was 10s. in 1950, every 
bushel of wheat would always be valued at 10s., and so on. This 
method would give us for each year the value of the national product 
at constant prices, in fact at 1950 prices. We could then say by how 
much the volume of output had risen or fallen—we should have elim¬ 
inated the effects of price changes. For some purposes—for example, 
in order to measure changes in the volume of output per worker over 
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a period—it is the volume of production {H + E) which we want to 
measure. But for most purposes it is more significant to measure the 
volume of consumption plus investment (// + /). The latter consists 
of the goods and services available for consumption and investment 
after exports have been exchanged for imports; it therefore reflects 
the terms of trade. 

The following estimates of the latter for the United Kingdom are of 
interest in themselves and also show how allowances are made for 
changes in population and in price levels. 


National Income of United Kingdom ^ 


(1) 

Year 

(2) 

National Income 
£ million 

(3) 

Income per 
Head 
£ 

(4) 

Price Index 
(1900 -100) 

(5) 

Income per 
Head at 1900 
prices 

i 

1870 

929 

29-8 

120-9 

24-63 

1880 

1073 

3M 

115-4 

i 26-97 

1890 

1399 

37-3 

* 97-8 

38-16 

1900 i 

1756 

42-7 

i 100-0 ; 

1 42-67 

1910 

2063 

45-9 

! 105-5 i 

43-54 

1920 

5664 

129-6 

' 272-5 1 

47-56 

1930 

3957 

86-2 

129-3 1 

! 49-24 

1938 

4671 

i 

98-3 

171-4 ! 

1 

57-37 


The figures in column (3) arc obtained from those in column (2) by 
dividing by the population. For example, in 1870 the population of 
the United Kingdom (which then included Southern Ireland) was 
31,174,500, and £929 million divided by 31,174,500 is /;29-8. 

It is not possible to measure the price of ev^ery single good or service 
at a constant figure, as we have not enough data. The same broad 
result is achieved by using a price index which measures changes in the 
general level of prices. Column (4) is such an index. It measures the 
general level of retail prices (“the cost of living”). It is based on 
1900 = 100. For example, in 1870 prices were on the average 20-9 per 
cent higher than they were in 1900. Therefore income per head in 
1870 measured at 1900 prices was /)29*8 divided by 1-209 =£2^-63, 

It will be noted that in 1920 (a year of post-war boom) national 
income per head was at a peak of ;0129-6. In 1930 (a year of depres¬ 
sion) it was only £S6-2. But prices were more than twice 
as high in 1920 as they were in 1930. Real income per head was 

^ A. R. Prest: “NS.tional Income of the United Kingdom,’* Ecbhomic Jmifnaly 
March, 1948. 
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higher {£A9'2\ as against £^1'S6) by nearly 4 per cent in 1930 than 
in 1920. 

It will be seen that real income per head was about two and a third 
times greater in 1938 than in 1870. 

Such calculations, however, although arithmetically precise, can 
never give more than a rough indication of changes in the volume of 
production or in real income. What we are really trying to measure is 
the extent to which the output (or income) of one year satisfies wants 
more fully than the output of another year. It is impossible to measure 
this accurately. As time goes on, changes take place in the influences 
affecting the relative demand for different goods, such as the composi¬ 
tion of the population by age, sex, and race, their tastes, and the 
distribution of income among different sections. Consequently some 
goods may be more in demand, and others less in demand, in one year 
than in another, quite apart from any change in the general level of 
prices. Moreover, new goods, and new types and qualities of goods, 
come into use. One has only to look at an old cinematograph film to 
see the many changes that have taken place in our clothes, furniture, 
and motor-cars, and other consumption habits. The more the com¬ 
position of the output differs between two years, the more difficult it is 
to make a comparison. Hence, in practice, comparisons between years 
that are far apart have less significance than between years that are fairly 
close together. (The same applies to countries. Comparisons between 
countries with similar consumption habits have more significance than 
between countries with widely different modes of life*) 

In 1952 the national income per head of population of the United 
Kingdom was about ;(^250. How can we compare this with the cor¬ 
responding figure of ;(^98-3 in 1938? There is no suitable price index 
available; the price index used in the above table for 1900-38 was 
based on consumption habits in 1900 and was out of date and irrelevant 
by 1952. The general level of retail prices was about 125 per cent 
higher in 1952 than in 1938,^ so that real income per head was about 
10 per cent higher. But this estimate is subject to a considerable margin 
of error. 

Nevertheless, although accurate measurement is not possible, no 
reasonable person can doubt that the volume of production per head 
in Great Britain today is much greater than it was a hundred, or even 
fifty, years ago, or than it is in most under-developed countries at the 
present time. And the difficulty of measuring it does not make it any 
the less important. I turn, therefore, to the question of what deter¬ 
mines the volume of production of a country. 

^ Based on calculations by R. G. D. Allen in The I^ndon and Cambridge 
Economic Service Bulletin ^ now published quarterly in The Times Review of Industry, His 
method b explained in the Bulletin for August, 1947. 


/57-37 

V24-63 
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3. WiiAT Determines the Volume of Production? 

One possible division of the forces determining output is into those 
forces which are peculiar to our system of social organization, namely, 
modern capitalism, and those forces which operate in any community, 
however it may be organized. Economists discuss mainly the former, 
because it is the former which are especially subject to control through 
governmental action and public policy. They discuss the theory of 
value in order to explain the working of the price mechanism, and they 
go on to consider how the price mechanism should be controlled or 
supplemented, how monetary policy affects the amount of employment, 
how foreign trade affects output and employment, and other questions 
which fall within the scope of public policy. 

The forces which operate in any community, whether it be Great 
Britain or Soviet Russia or a South Sea island or indeed any country 
at any period of history, are of great importance. They may be 
divided into three groups. 

In the first place, there are influences beyond the control of man. 
Production may be diminished by earthquakes, floods, or dust storms; 
favourable weather conditions bring good harvests, and unfavourable 
ones bad harvests. In this group we may include wars, although they 
are man-made. War on the modern scale is very harmful to the output 
of goods and services for peace-time needs. It destroys life and 
property and it checks normal peace-time investments, including the 
proper maintenance of capital. 

In the second place, output depends on the people and their environ¬ 
ment. The more healthy, vigorous, and hard-working, the more 
intelligent, well-informed, and skilled are the people, the more they 
will produce, whatever their environment. The more fertile their land, 
the more abundant their mineral resources, and the more favourable 
in other ways are their natural surroundings and climate, the more 
they will produce. The more abundant and efficient are their man¬ 
made assets, such as electricity and other power supplies, buildings, 
machinery, and means of transport and communication, the more they 
will produce. All these facts are important, but the detailed study of 
physical and mental qualities, whether innate or acquired, and of the 
environment, whether natural or man-made, belongs to other sciences 
and not to economics. 

There remain those relations between people and their environment 
that are valid for any community, however organized. These include 
specialization, diminishing returns, economies of scale, size of popula¬ 
tion, investment, and technical progress. They form the subject- 
matter of the present Part. 



THE VOLUME OF PRODUCTION 


«5 


4. The Scope for Greater Output 

During the thirties, ‘‘poverty in the midst of plenty’’ was a popular 
catchphrase. It was widely believed that everybody could have a 
comfortable living if only economic affairs were better organized. 

Let us translate this claim into figures. Suppose that enough were 
produced to give every man, woman, and child as much as 10 a week 
will buy at the present time. This could hardly be called luxury. Yet 
it would mean that the volume of output in Great Britain, even if 
shared equally among the population, would have to be doubled. In 
the poorer countries of the world, output would have to be far more 
than doubled. On what possible grounds can such a fantastic claim 
have been believed? 

First and foremost, there was the loss of potential output due to 
unemployment and under-employment. The loss was real enough, but 
its extent was grossly exaggerated. Now that the post-war years of 
full employment have failed to give us any spectacular increase in 
output, w'e hear little or nothing about poverty in the midst of plenty. 

Next, there was a belief that a large proportion of output was 
deliberately destroyed. The example always quoted was the destruc¬ 
tion of colfee in Brazil. It is true that during the years 1931 to 1934 
some two million tons of coffee were destroyed in Brazil. (At first it 
was thrown into the sea, but it impeded navigation and poisoned the 
fishes, so it was finally decided to burn it; it would burn only with the 
aid of kerosene.) It is worth noting that the coffee was destroyed not 
by private monopolists, but by the State, in what it thought to be the 
interests of the peasant producers. A considerable amount of agri¬ 
cultural output was destroyed, again by order of the Government 
acting in the supposed interests of the farmers, during the early years 
of the “New Deal” in the United States. But the total proportion of 
world output deliberately destroyed, even during the Great Depression 
of the early thirties, was less than one per cent; today it is negligible. 
It is true that monopoly often has harmful effects, but these seldom take 
the form of actually destroying output. If all harmful monopolistic 
practices could be abolished, there would be a significant increase in 
output, but it would come nowhere near transforming poverty into 
plenty. 

Another belief, which is still widely held, is that there are far too 
many “middlemen” standing between the producer and the consumer. 
It is true that the farmer often receives for his meat, vegetables, fruit, 
and other produce less than half the price which the final consumer has 
to pay. But the intermediaries, who get the rest, do render seiwices in 
return. They pay for the transport; they pay for the shop assistants 
who serv^e the final consumers; they put up the capital to hold stocks; 
and they take the risk that some of the stocks will go bad, or remain 
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unsold. If either producers or consumers think that middlemen are 
taking too high a toll, they are quite free to set up their own co¬ 
operative societies in order to perform these services for themselves. 
Some producers’ co-operative societies, and more consumers’ co¬ 
operative societies, have been successful, although others have failed. 
But only a small proportion of total sales are made by co-operative 
societies. As this possibility of cutting out the middlemen does exist, 
and as nevertheless most of the marketing is still carried out by middle¬ 
men, it seems reasonable to conclude that they are useful and that no 
significant increase in output could be achieved by eliminating them. 

Again, it is often pointed out that a country could produce more if 
fuller advantage were taken of technical progress by employing more 
machinery and by modernizing its plant and equipment and its means of 
transport, providing more electric power, and so forth. Of course any 
country could produce more if it had more capital, just as you and I 
could have larger incomes if we had more capital. The only problem 
is how to acquire more capital. A country can acquire more capital 
by its own efforts only by saving, that is to say, by accepting lower 
standards of living for the time being. It is not very helpful to point 
out that present sacrifices would bring future gains. We all know that, 
but we may feel that the sacrifices suggested are too heavy to bear. 

It may be that some people have been impressed by the rapid 
expansion of certain industries, such as the motor-car industry, during 
recent years, and believe that what is possible for one industry is 
possible for all. Would that this were true! Then indeed the economic 
problem would disappear. But, unfortuntitely, output in one industry 
can expand (in the absence of heavy unemployment) only by drawing 
labour, materials, and other resources away from other industries. If 
we want more motor-cars or more armaments, we must go short of 
other things. There is no magic wand that will make everybody, from 
the manager downwards, much more efficient; there is no magic 
lubricating oil that will make wheels turn twice as fast. Some farmers 
and businessmen are not as good at their jobs as others, but this applies 
to every type of worker. Anybody who thinks he could double the 
present output of, say, a factory, with its existing staff'of workers and 
its existing plant and equipment—that is to say, without drawing away 
resources from other firms, robbing Peter to pay Paul—should go 
ahead and do it. He will make a fortune—if he succeeds. 

It is possible, however, to expand output very considerably for a 
short period and in exceptional circumstances. Such an expansion 
took place during the war. Housewives, students, retired persons, and 
others who would not normally seek employment gave their services 
to the war effort. Hours of work, including overtime, were substan¬ 
tially increased. Workers gave their utmost, devoting all their energy 
and zeal to. the supreme task of winning the war. There was practically 
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no unemployment. Under these exceptional conditions, with every¬ 
body working at full stretch, the gross output of Great Britain expanded, 
despite the large numbers in the armed forces and despite enemy 
bombing, by about 20 per cent. 

In normal times of peace, however, the most that we can reasonably 
expect is a steady expansion in the volume of production per head of 
the order of 2 or 3 per cent a year. 



CHAPTER VI 


SPECIALIZATION 

1. The Significance of Specialization 

Adam Smith begins his Inquiry into the Nature and Causes of the Wealth of 
Nations with a discussion of the division of labour. He says: “The 
greatest improvement in the productive powers of labour, and the 
greater part of the skill, dexterity, and judgment with which it is any¬ 
where directed, or applied, seem to have been the effects of the division 
of labour.” The term “specialization” is perhaps better than “division 
of labour,” for besides the specialization of labour into different 
occupations we have the specialization of capital into different kinds of 
machinery and other assets, and the specialization of land into different 
uses. 

A modern community is utterly dependent on specialization. 
Without it, economic life as we know it today simply could not exist. 
If each household had to produce everything for itself—to grow its own 
food, make its own clothes, and provide its own amenities and amuse¬ 
ments—we should all have to be peasants, and each family would 
have a very low standard of living, being restricted in its consumption 
to the products of its own holding and its own hands. 

We have only to count up the enormous number of different workers, 
areas, and types of plant and equipment that have contributed to the 
goods and services consumed every day by an average family to lealize 
how completely we depend on other people, on specialization, to 
satisfy our wants. 

Specialization implies exchange, "fhe products of one factory or of 
one agricultural or mining district may be sold to consumers through¬ 
out the country, perhaps throughout the world. It is the exception 
nowadays for one person to make a complete article. He plays his 
part in the productive system by tending a machine or driving a lorry^ 
or writing figures in a ledger or serving in a shop. In return, he gets 
money, wath which he can draw on the products of the world. He has 
exchanged his services, through the medium of money, against the 
things which he buys. 

In the modern economic world, therefore, no man can be “an Hand 
intire of itselfe.” He must be “a piece of the continent, a part of the 
maine.” He depends for his livelihood on the community in which he 
lives and indeed, since most countries are dependent to some extent on 

88 



SPECIALIZATION 


89 

foreign trade, on the great society of the whole world. The food which 
he eats and the clothes which he wears have been produced and brought 
to him with the assistance of thousands of workers whom he has never 
seen. 

The advantages and disadvantages of specialization, therefore, are 
those of modern economic life as compared with self-supporting house¬ 
holds in a primitive economy. It makes possible the communication of 
knowledge and ideas through media such as schools, books, films, and 
broadcasts. It opens up to all the world of art and music. Without 
specialization, travel would be possible only if each person provided 
his own means of transport. People living where certain products— 
for example, tropical fruits—could not be grown would never be able 
to enjoy them. Large-scale production would be ruled out, for no 
single person would find it worth while, even if he knew how, to 
construct the necessary plant and equipment. The specialist who now 
makes a good living by doing one thing well, but who can do nothing 
else, would be lost. For example, a saxophone player may enjoy his 
vocation if he can obtain the necessities and comforts of life by playing 
it for a few hours a day, but if he could provide himself with nothing 
but moans from his saxophone he would perish miserably. 

On the other hand, too much specialization is deplored by those who 
dislike the noise, bustle, dirt, and squalor of towns, who consider that 
the inventions of the internal combustion engine and of radio were 
disasters, and who prefer the simple life. Again, a specialized occupa¬ 
tion, such as screwing a nut in a factory, may be monotonous. (But 
if the worker is well paid, he can do whatever he wishes in his leisure.) 
And a big disadvantage of specialization is that the demand for a man’s 
particular ser\aces or products is beyond his control; he may become 
unemployed or may have his income reduced (by a fall in the price of 
his products) through no fault of his own. 

On balance, however, I think that most people are glad to accept 
the benefits of specialization, despite its draw'backs. And there are 
still plenty of lonely islands and other primitive places in the world 
available for those who dislike modern economic life. 

I shall discuss separately the specialization of labour, of capital, and 
of land. But all three are closely interlinked. Most occupations today 
are derived from the specialization of machinery and equipment, 
which could not be worked unless there were different types of spec¬ 
ialized workers to operate it. And in so far as products are sold some 
distance afield, there is specialization by areas. 

We should not, however, attribute all the increase in productivity 
which has taken place during recent generations to the development of 
specialization. Part of it has been due to the continuous incrccise of 
technical knowledge, although this itself has been greatly facilitated by 
specialization in different fields of research. Part of it, again, has been 
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due to the growth of capital (Investment) although this too has been 
facilitated by the increased output made possible by specialization. 
In many cases, to create new occupations by splitting up production 
into more processes requires more capital, in such forms as specialized 
machines and equipment. Thus specialization and technical progress 
and the growth of capital combine together to increase output. 


2. Specialization of Labour 

Adam Smith gave an illustration, which has become famous, of the 
advantages of division of labour. It relates to the trade of pin-making, as 
it was organized in the latter part of the eighteenth century. He wrote: 

“A workman not educated to this business (which the division of 
labour has rendered a distinct trade), nor acquainted with the use of 
the machinery employed in it (to the invention of which the same 
division of labour has probably given occasion), could scarce, perhaps, 
with his utmost industry, make one pin in a day, and certainly could 
not make twenty. But in the way in which this business is now carried 
on, not only the whole work is a peculiar trade, but it is divided into a 
number of branches, of which the greater part are likewise peculiar 
trades. One man draws out the wire, another straights it, a third cuts 
it, a fourth points it, a fifth grinds it at the top for receiving the head; 
to make the head requires two or three distinct operations; to put it on 
is a peculiar business, to whiten the pins is another; it is even a trade by 
itself to put them into the paper; and the important business of making 
a pin is, in this manner, divided into about eighteen distinct operations, 
which, in some manufactories, are all performed by distinct hands, 
though in others the same man will sometimes perform two or three of 
them. I have seen a small factory of this kind where ten men only were 
employed, and where some of them consequently performed two or 
three distinct operations. But though they were very poor, and there¬ 
fore but indifferently accommodated with the necessary machinery, 
they could, when they exerted themselves, make among them about 
twelve pounds of pins in a day. There arc in a pound upwards of four 
thousand pins of a middling size. Those ten persons, therefore, could 
make among them upwards of forty-eight thousand pins in a day. 
Each person, therefore, making a tenth part of forty-eight thousand 
pins, might be considered as making four thousand eight hundred pins 
in a day. But if they had all wrought separately and independently, 
and without any of them having been educated to this peculiar busi¬ 
ness, they certainly could not each of them have made twenty, perhaps 
not one pin in a day; that is, certainly not the two hundred and 
fortieth, perhaps not the four thousand eight hundredth part of what 
they are at present capable of performing, in consequence of a proper 
division and combination of their different operations.” 
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Under specialization one man alone may “make” a commodity, 
such as a pair of shoes or a chair, exchanging units of this commodity 
for other goods that he wants. Even so, he would probably not produce 
his own raw materials or tools. In a modern community it is the 
exception for one person alone to make a commodity. 

In a factory, on a railway or ship, or in any other productive unit the 
workers are usually divided into groups, each performing a different 
task, as in the above illustration of pin-making. Scores or hundreds 
of different “occupations” may be found inside the same works. And 
nearly all goods require the co-operation of a number of different 
industries to transform the raw materials into the finished product. 
For example, the transformation of raw cotton into handkerchiefs (in 
the hands, or pockets, of the consumers) requires the co-operation of 
the “industries” of cotton-growing, cotton-ginning, cotton-spinning, 
cotton-weaving, bleaching and finishing, and of the relevant branches 
of wholesaling and retailing, to say nothing of transportation, building, 
the manufacture of textile machinery, warehousing, advertising, and 
so on. This implies that the labour involved is specialized into many 
difi'erent occupations, each performing one or more specialized tasks. 

The special aptitudes of different persons for different tasks may be 
either innate or acquired. Specialization enables differences in 
natural aptitudes to be utilized. It also enables persons to acquire an 
aptitude for a particular task by learning it and practising it. 

Many people could perform any of several different jobs, could work 
at any of several occupations. Specialization does not mean that 
everybody does the work which he can do best. That would be a very 
foolish arrangement. For example, a doctor may be only an average 
doctor but a superb typist. Yet he spends his time, quite rightly, as a 
doctor and not as a typist. Indeed, he may actually employ a typist 
who cannot type as well as he can. Doctors are scarcer than typists, 
and the community needs his services as a doctor more than as a typist. 
He is more use to society as a doctor; therefore, under capitalism, he 
can earn more as a doctor, and under central planning he would be 
ordered (if the dictator knew the facts) to serve as a doctor and not as 
a typist. 

In the same way, many relatively well-paid workers may be very 
good, better than at their present jobs, at such tasks as gardening or 
carpentering or cooking. They may do some work at these tasks as a 
hobby in their spare time. But society needs them more where they arc, 
and therefore they can earn more where they are. 

The relative need for different types of workers may change from 
time to time. For example, a man may be normally efficient both as a 
house-painter and as a lorry-driver. At one time house-painters may 
be scarcer than lorry-drivers and at such a time this man would be 
directed, under central planning, to serve as a house-painter; under 
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capitalism he would be able to earn more as a house-painter, and 
unless he preferred driving a lorry so much that he was willing to forgo 
his potential higher earnings as a house-painter, he would move into 
the latter occupation. When lorry-drivers were more needed, the 
opposite situation would prevail. 

The objective, either under central planning or under capitalism, is 
not to give people the jobs they can do best, but to employ them at the 
tasks in which they will be most useful to the community. 


3. Specialization of Capital 

The specialization of capital, “fixed” capital rather than stocks of 
goods, is displayed in the vast number of different types of man-made 
assets, each designed for its particular purpose, which we see around us. 
They range from the great dams which provide irrigation for millions 
of acres to gadgets such as corkscrews. 

Most of them are themselves the fruit of specialization. Men have 
specialized on inventing and improving them. Skilled workers of 
many types, especially in the iron and steel, engineering, building, and 
other constructional industries, are employed in producing them to the 
correct specifications. And the specialized assets have created many 
thousands of new occupations—to give only a few examples, all the 
many occupations connected with railways, ships, aeroplanes, radio, 
and the film industry. 

The development of means of transport and communication has 
greatly widened the area over which exchange, and therefore speciali¬ 
zation, can take place. Nowadays many commodities have a world 
market. This development has been assisted by discoveries and 
improvements in refrigeration, canning, and other means of preserving 
foodstuffs. 

Power-driven machinery enables us to perform many feats which 
would otherwise be quite beyond our pow^ei's, and to cany out other 
operations with a speed and precision not possible by hand. Often 
the use of machinery means splitting up a task—for example, making a 
pair of shoes—into a large number of difl'erent processes, each process 
being performed or supervised (for the machinery provides the energy) 
by a worker who does only that particular job. Thus a large number of 
“occupations” are often found in association with machinery. As a 
rule, they do not take long to learn, but here as elsewhere “practice 
makes perfect.” One of the advantages of specialization mentioned by 
Adam Smith is that no time is lost in changing over from one job to 
another and “warming up” to the new task. This is certainly true of a 
man performing one of the scores of operations on a conveyer-belt or 
tending a machine which works almost automatically; he does the 
same thing, over and over again, all the time. 
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Another advantage of specialization mentioned by Adam Smith is 
that it economizes tools. Only the specialist—for example, the 
carpenter—need keep a set of special tools; others can call in the 
specialist when they need him, instead of everybody having to keep a 
set of tools to do such jobs for himself. Far more important is the fact 
that specialization makes possible large-scale production, employing 
plant and equipment which are more efficient but worth while only if 
the volume of sales is large enough to keep them used near to full 
capacity. For example, a large shoe factory with elaborate machinery 
can produce many more shoes than could be produced by the same 
amount of labour and capital divided among scores of tiny workshops. 
But if its sales were restricted to a small area, the machinery would be 
left idle for most of the time, and the people of that small area could 
have satisfied their wants more fully by putting less capital into simpler 
shoe machinery and using the rest of their capital for other purposes. 
Large-scale production is an aspect of specialization; it is p>ossible only 
because eacii little district does not try to produce everything for itself. 


4. The Location of Industry 

Districts, as well as persons, specialize; there is “territorial division of 
labour.” The question of why certain districts specialize in certain 
products and not in others is the same as the question of why certain 
products are made in certain districts rather than in others. It is the 
question of why industries, in a wide sense of the term, are located 
where they are. 

In some cases, the answer is easy and obvious. Mining has to be 
carried on where the minerals happen to be. Tropical countries are 
far more suitable than temperate regions for producing tropical pro¬ 
ducts. Fur-covered animals must be hunted (or bred) in a cold climate. 
Lumbering must be carried on where the forests are, fishing where 
the fish can be caught; ocean shipping must be based on suitable 
harbours. 

Let us consider agricultural land. In some districts a rotation of 
crops is desirable to preserve the fertility of the soil, and in others there 
are advantages in “mixed farming”—it keeps the farmer more fully 
employed, enabling him to get a bigger income; the manure of his 
animals can fertilize his crops; and so forth. Apart from these compli¬ 
cations, the objective is not to use the land to grow what it will grow 
best, but to use it in the way in which it will best satisfy the wants of the 
community. For example, certain land might be capable of producing 
either record crops of tapioca or rather below average crops of, say, 
Manila hemp. If Manila hemp is much scarcer than tapioca, and 
does not require a great deal more labour or fertilizer, that land can 
best serve the community by growing Manila hemp, and not the 
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tapioca for which it is “best suited.” Under a price system, Manila 
hemp would pay better than tapioca, and would therefore be grown. 

Another parallel between land and labour is that the qualities of 
land may be natural or acquired. Some land is naturally suitable, 
owing to climate and soil, for certain crops. Other land can be made 
suitable—for example, by irrigation or fertilizers. Most specialized 
land today is a blend of natural and acquired advantages. 

Some countries specialize on export crops such as cotton, tobacco, 
sugar, rubber, tea, cocoa, and citrus fruits. They are often urged to 
“diversify” their agriculture, in order to become more self-supporting 
in foodstuffs. In some cases this may be good advice. But as a rule 
land under export crops produces a considerably greater net value than 
if it were under foodstuffs for local consumption, and the real income 
of the country is substantially higher than it would be if the land 
were used to produce a smaller amount of foodstuffs than can be 
obtained by exporting its present crops and importing foodstuffs in 
exchange. 

The location of manufacturing industries may be influenced by 
many factors, but often the dominant influence is transport costs. 
An industry which uses considerably more than a ton of materials to 
make a ton of output will tend to be located near its materials, provided 
that its products are fairly easy to transport. A leading example is the 
iron and steel industry. In order to produce a ton of j)ig-iron, about 
two tons of iron ore are needed if the ore has an iron content of 50 per 
cent, about three tons if it has an iron content of 33 per cent, and so on, 
in addition to slightly over a ton of coal (in the form of coke). Hence 
blast furnaces are located on the coal or iron-ore deposits. If the 
materials are not found close together, the industry tends to be located 
near the material of which it uses most. In the early days of the 
modern iron and steel industry, when several tons of coal were needed 
to produce a ton of pig-iron and the iron-ore had an iron content of 50 
per cent or more, transport costs were saved by having the blast 
furnaces on the coalfields. Today, owing to constant technical 
improvements, little more than a ton of coal is needed to produce a ton 
of pig-iron. But in Great Britain and Western Europe the richer 
iron-ore deposits have been largely exhausted, and most of the iron-ore 
has an iron content of 33 per cent or less. Hence it pays to have the 
blast furnaces near the iron-mines, and to transport only a ton of coal 
to the ore, instead of three tons or more of ore to the coal. This is not 
the whole story, but it does largely explain why British blast furnaces 
are concentrated today more in the Midlands, near the ore, whereas 
they used to be mainly near the coal. 

Another example is saw-mills and pulp-mills, which tend to be near 
the timber, or at a place to which the logs can easily be floated down. 
Furniture, however, is bulky and therefore expensive to transport; 
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furniture may therefore be made nearer the towns—that is to say, 
nearer the market. 

Sea transport is much cheaper than land transport. Export indus¬ 
tries, especially those using imported materials, tend to be located in 
or near ports. If a port has certain advantages—for example, if it is 
near a large market or near certain materials—it may prove a good site 
for even a “heavy” industry, materials being imported cheaply by sea. 

The manufacture of products such as bricks or mineral waters, which 
are about as heavy as the materials used, is widely distributed; such 
industries tend to be located near the various towns that arc their chief 
markets. The same applies to products such as bread and ice which 
must be sold fairly quickly. It may be that a commodity, bricks for 
example, can be produced more cheaply in A than in B, but if this 
advantage is outweighed l^y the cost of transporting it from A to 
it may be produced in B as well as in A. 

Some industries, howev^er, consist of a few large plants, each with a 
big output. Where such a plant happens to be may have been partly 
a matter of chance; for example, Henry Ford chose Detroit for his 
motor-car plant because it was his home town. But clearly there can¬ 
not be such a plant in or near ever>^ town. 

Again, there are sometimes advantages in integration —that is to say, 
in carrying out a series of processes in the same works. A leading 
example is the iron and steel industry. There is a saving of fuel if the 
metal can be passed from one stage to another while it is still hot. 
Hence the manufacture of steel tends to be carried on where the blast 
furnaces are. 

Yet again, there are sometimes advantages in the localization or 
concentration of an industry in one area. The classical example of this 
is the Lancashire cotton industry. There is a constant supply of skilled 
labour available; subsidiary industries are close at hand, so that 
machinery can readily be replaced or repaired; the banks understand 
cotton and the financing of its importation and manufacture; the 
transport system is constructed to serve a localized industry; and so on. 

A hundred years, or even fifty years, ago a large proportion of 
manufacturing was carried on, not only in Great Britain but also in 
other countries, near coal deposits. But the pull of coal has diminished 
with the wide distribution of electric power and with constant improve¬ 
ments in the efficiency of boilers and other coal-using apparatus. 
Nowadays many industries, at any rate “light” industries, could be 
carried on almost anywhere, and their actual location depends on such 
factors as where suitable labour happened to be available when they 
were established, or on Government policy, about which more later. 
One general factor is that a place which is pleasant to live in tends to 
be preferred to one that is not. If rich deposits of coal and iron 
were found near the North Pole, they probably would not attract 
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manufacturing industries. The minerals would be shipped to more 
temperate regions (as in fact iron-ore is shipped from the north of 
Sweden). The Greater London area exerts a big pull on light industries. 
London is itself a big market; it is a port; and it is a place where many 
workers, not to mention Directors and their wives, prefer to live. 

Once an industry is established in an area, it tends to stay there, 
unless something better comes along. For example, the “five towns” in 
Staffordshire specialize in pottery, but their clay comes largely from 
Cornwall. In the eighteenth century there was suitable clay in 
Staffordshire; the industry expanded greatly; Staffordshire clay-beds 
became quite inadequate to supply its needs, but the skilled workers 
were now in Staffordshire, and so the industry continued there, import¬ 
ing its clay from Cornwall and elsewhere. 

Services obviously tend to be supplied where the consumers are; 
retail shops, laundries, restaurants, cinemas, and so forth tend to be 
distributed (apart from special factors, such as the prevailing winds, 
which make the South-West of London more suitable for laundries) 
in the same way as the population. 

The general principle that labour and other resources should be 
employed in the ways most useful to the community applies to speciali¬ 
zation by districts. If the transport of materials can be reduced by 
locating an industry near its materials, the resources that would other¬ 
wise be needed to transport them can be employed to produce other 
goods or services. If a district could specialize in any of a number of 
industries, but is not large enough to specialize in them all, it should 
specialize in those for which it is relatively best suited—relatively to 
the needs of the community and to the production possibilities of other 
districts. If conditions change, the location of industry^ should adapt 
itself to the changed conditions, as the British iron and steel industry^ 
has been moving to the Midlands and as engineering is expanding 
relatively to cotton textiles (for which the overseas demand is falling) 
in Lancashire. These are among the problems which tlie dictator or 
central planning committee would have to solve under central plan¬ 
ning, and which under capitalism are solved, more or less successfully, 
through the price system. 

5. The Extent of the Market 

Adam Smith laid down a very important principle. Division of labour, 
he said, is limited by the extent of the market. Although this principle 
has been implied throughout the foregoing discussion, it should be 
explicitly explained and elaborated. 

The size of the market for the products of a particular factory or 
farm or other productive unit is not measured by the geographical area 
over which its products are sold, nor even by the population of that 
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area. It is measured by its potential volume of sales. London is a 
much bigger market than the Sahara Desert. China, despite her ‘‘four 
hundred million customers” ^ is not a big market for goods such as 
motor-cars, which only a few of her people can afford. Anything 
which increases the total real income, or purchasing power, of a 
country tends to increase its importance as a market. 

Historically, markets have expanded largely owing to improvements 
in transport, which have enlarged the geographical area over which a 
productive unit can profitably sell its output. The coming of the 
railways opened up whole continents, and the steamship cheapened 
ocean travel. After about 1870, foodstuffs and materials from all over 
the world began to pour into Western Europe in exchange for her 
manufactured goods. But other influences, such as the growth of 
populations, rising real incomes, reductions in import duties, and 
inventions such as refrigeration, also played their part in widening the 
extent of the market for many products. 

Specialization is worth while only if the market—that is to say, the 
potential demand—for the services of the speeialized factors of pro¬ 
duction is big enough to keep them fairly fully employed. A doctor 
whose practice was confined to a small village could not specialize 
exclusively on one branch of his art; he would have to be a general 
practitioner. Indeed he might have to supplement his earnings as a 
doctor by doing some other kind of work. The same applies to other 
specialists, such as tailors or plumbers. Nor is a village a big enough 
market to support shops specializing exclusively in goods such as 
jewellery, for which sales would be small and infrequent. A small 
village often cannot support an hotel, a restaurant, or a cinema. Ail 
these are services which must be supplied on the spot. What happens, 
of course, is that the villagers go to the specialists—for example, in the 
nearest town—if they need their services, and the specialists are employed 
sufliciently fully because their market covers the whole area from which 
customers come to them. 

Methods of production which involve tlie use of specialized fixed 
capital, and of the vast range of occupations which go with it, would 
not be worth while unless the market, and therefore the output, were 
large enough to keep the specialized assets used somewhere near to full 
capacity. The costs of producing goods and services—that is to say, 
the resources required to produce a unit of output—are often very 
much less when such methods are used. But it would clearly be folly 
to produce pins, or anything else, by such methods if the potential sales 
were so small that the elaborate plant and machinery would remain 
idle nearly all the time. A modern tin dredge can mine tin at a fraction 
of the cost of more primitive methods, but it costs hundreds of thousands 
of pounds; it is worth while only if the demand for tin is large enough 
^ Now six hundred million, according to her last Census. 
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to justify the initial expense of the dredge. Suppose the dredge can 
produce about 1,000 tons a year if used to capacity. The cost per ton 
is low when it is producing 1,000 tons, but the cost per ton (including 
the costs of the dredge itself) is very high if it produces only a few score 
of tons because that is all the market can absorb. Again, the cheapest 
method of carrying cargo by sea may be to employ ships of a fair size— 
say, a thousand tons or more. It is the cheapest method, that is to say, 
provided that there is enough cargo available for such a ship to be 
fairly fully loaded on each voyage. But if only a few tons per voyage 
are available, it will clearly be absurd to use a ship of such a size. 

It is the potential rather than the actual size of the market which 
matters. Large-scale methods of production may enable prices to be 
reduced so much that the demand expands sufficiently to make them 
worth while. There have been many examples of this, from the mass 
production of motor-cars to the mass production of “Penguin” books. 

A hypothetical example will serve to illustrate the gain from speciali¬ 
zation and exchange. Suppose there are two islands, A and B. A is 
especially suited for producing, say, bananas, and B for producing, say, 
potatoes. To begin with, suppose that each island is isolated and self- 
supporting. A could produce annually either 2,000 tons of bananas or 
400 tons of potatoes; in fact, she produces 1,000 tons of bananas and 
200 tons of potatoes. B could produce annually either 2,000 tons of 
potatoes or 400 tons of bananas; in fact, she produces 1,000 tons of 
potatoes and 200 tons of bananas. A would like more potatoes, but 
they are so difficult to grow in her climate and soil that she produces, 
and consumes, only 200 tons a year; the same is true of B and bananas. 
Now suppose that A and B open up trade with one another. A can 
specialize entirely on bananas, producing 2,000 tons a year, and B can 
specialize entirely on potatoes, producing 2,000 tons a year. A can 
then exchange, say, 1,000 tons a year of bananas for 1,000 tons of 
potatoes from B. A gets 800 tons a year more of potatoes, and B gets 
800 tons a year more of bananas—an increase of two-thirds in their real 
incomes—from the same means of production, merely by specialization 
and exchange. 

This is not the whole story. The gain is not quite as large as that. 
For men and other resources have to be employed in transporting 
bananas from A to B, and potatoes from B to A; these resources were 
not needed for that purpose when the two islands were self-supporting. 
But if the resources needed for transport are small relatively to those 
employed in producing the exports—in terms of money, if costs of 
transport are only a small proportion of the value of the goods trans¬ 
ported—the gain is still very large. The more costs of transport can 
be cheapened, the greater will it be. 

This example may seem unrealistic merely because specialization 
is so widespread and trade does take place between districts and 
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countries. If this were not so, each self-supporting island or district 
would have to use its resources to produce what its own inhabitants 
wanted for their own needs. Persia could not specialize on oil or 
Egypt on cotton or Zanzibar on cloves; their local markets for these 
commodities are far too small. The possibility of trade, of producing 
for a world market instead of a local market, enables real incomes to be 
greatly increased merely by specialization. The process was seen in 
reverse when the clock was turned back, during the last war, for 
countries such as the Philippines which were occupied by the Japanese. 
Confined to what they could produce for themselves, deprived of 
export markets, the standards of living of these countries fell to very 
low levels. They learned, ‘‘the hard way” as our American friends say, 
that specialization is limited by the extent of the market. 



CHAPTER VII 


FACTORS OF PRODUCTION 
1. The Economic Problem 

Of course there are plenty of economic problems, thousands of them, 
but they all come under the umbrella of the comprehensive generaliza¬ 
tion that the economic problem for any community is to make the best 
use of its labour and other resources. In economic jargon, the labour 
and other resources are called means of pioduction or factors of production. 

It is obvious that the volume of output is limited by the amount of 
factors of production, for it is they w^hich produce the output. In 
order to produce more milk we need more cows, more grazing land 
and cattle feed, more milkmaids or milkmen or milking machines, and 
so forth. In order to produce more houses we need more men and 
more equipment in the building industr)^ and in the industries pro¬ 
ducing building materials. The more factors of production we have, 
the more we can produce. 

Under full employment, however, we can increase the factors in one 
industr)' only by drawing them away from other industries. We can 
have more of one thing only by having less of other things. If more 
land is devoted to pasture, less is available for other purposes such as 
growing crops. If more workers go into the building trades, there 
will be that many workers iewer for other industries. If more steel is 
used in making armaments, there will be less for other purposes. 

So the problem for any community is how to use its factors of 
production, liow to deploy them to the best advantage. In general, it 
is wasteful for workers to be unemployed, and the community will 
probably aim at fairly full employment. But some other factors, such 
as poor land, it may be better deliberately to leave unused; this point 
is discussed later in the present chapter. Most of the factors that are 
used could be used for any of several different purposes; most workers 
could be employed (perhaps after a little training) in any of a number 
of occupations or industries, most land could be used for any of several 
crops, or for pasture, or as building sites. If a factor can be used for 
one purpose only, it is said to be specific to that purpose. Most fixed 
capital is specific, but many materials are not; steel or timber, for 
example, are used in a wide variety of industries. And the services 
rendered by specific plant and equipment can often be used in any of 
a number of industries; for example, railways can transport any type 
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of good, power stations can supply electricity to any type of under¬ 
taking. 

Hence the economic problem is how to allocate factors among differ¬ 
ent industries in order to produce what the community wants most. 
We cannot have as much of everything as we want, because factors of 
production are limited in amount (and because an increased supply of 
“labour” due to an increase in population would also add to the 
number of consumers). But at least we can try to produce, out of all 
the infinite assortments of goods and services which could be produced 
by the available factors, that particular assortment of goods and ser¬ 
vices which the community prefers. 

The main purpose of this chapter is to set out a few important 
generalizations, which are true for any community however it is 
organized, about the effects on output—quantity, not value, of output 
—when factors are grouped in different ways, combined with one 
another in different proportions, some factors being transferred from 
one industry to another. It is these physical relations between different 
combinations of factors and resulting quantities of output which 
determine, given the wants of the community, whether anything would 
be gained by shifting factors about, moving some workers from one 
industry into another, and so on. 

But first we must discuss at some length the meaning of the term 
factor of production, 

2. What is a Factor of Production? 

It is customary to group all factors of production under the three broad 
heads of Land, Labour, a'd Capital. Land includes all types of 
natural resources. Labour includes all t\q)es of workers, from captains 
of industry to navwies. Capital includes all man-made productive 
assets, from buildings and machinery to materials and fuel. 

Some elements, such as sunshine, cannot be appropriated by man, 
do not enter directly into costs, and are therefore usually not counted 
as factors of production. They may have very significant effects. For 
example, differences in climate are a major cause of specialization and 
trade between districts and countries. But it is more convenient to 
consider only the land, which can be bought and sold, and not the 
climate (although it is the climate which affects its productivity), as a 
factor of production. 

Even so, we are left with a very large number of different types of 
land, workers, and capital goods. It is all very well to measure land 
in acres, but an acre is merely a measure of area; some acres are more 
fertile, or better situated, than others. Similarly with labour. We can 
count heads, and state the number of “the working population.” But 
even this is by no means absolutely fixed. It depends partly on such 
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circumstances as the ages at which children leave school, the ages at 
which elderly persons retire, the number of housewives willing to take 
a paid job, and the number of immigrants or emigrants. The number 
of persons available as a labour force can be increased considerably 
in an emergency, such as a war. And even if we know the number of 
the working population, and it is more or less fixed in the short run, 
it still includes many different types of workers. “Free” capital can be 
measured in money, in homogeneous units of or £100. But money 
as such does not produce anything. It must first be transformed into 
actual physical assets, and of these there is a very large variety. 

For purposes of planning, therefore, or for any practical economic 
problem, it is of little use to speak of land, labour, and capital. We 
need much more detailed information. We must group together only 
similar units, so that one unit is practically a perfect substitute for any 
other unit in the same group. This gives us a very large number of 
“factors of production,” counting each group as a separate “factor.” 
Not quite as large, however, as one might think at the first blush. For 
we can group together units that are now doing different things, pro¬ 
vided that they are equally capable of doing the same things. Workers 
who would all be about equally competent at a number of occupations 
can all be grouped together, although in fact some may be in one 
occupation and others in another at the present moment. For pur¬ 
poses of planning we must consider what contribution factors of 
production might make towards output if they were used in different 
ways, and not merely what they are contributing now. 

We should therefore consider factors of production as a large 
number of groups of fairly homogeneous units. For some purposes of 
general discussion, land, labour and capital is a convenient phrase. 
But the line of distinction between land and capital is not clear. It 
is usually said that land is a gift of nature, while capital is produced by 
man, and that the supply of land cannot be increased or diminished, 
whereas the supply of capital can. All these statements can be 
challenged. The Suez Canal, the railway tunnels through the Alps, 
the land reclaimed by Holland from the Zuyder Zee, are hardly gifts of 
nature. What is the “supply” of land? It is the productivity of land, 
and not its acreage, that afi'ects output; and the productivity of land 
can be increased by clearing it, draining and irrigating it, and fertil¬ 
izing it. The “original and indestructible powers of the soil” are 
somewhat of a myth, as the ravages of soil erosion have shown. For 
some purposes, therefore, a two-fold classification into Man and his 
Environment, with a corresponding division of incomes into incomes 
from work and incomes from property, is more realistic. 

I have not yet finished with this question of definition. There is 
a possible source of confusion that must be pointed out. It may be 
illustrated by “labour.” An employer wants labour services, man- 
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hours of work performed, and not men as such. Under slavery, men 
are bought and sold, but their price reflects the estimated present value 
of their future services; it is their services, and not the men as such, 
which contribute to production. A given number of men may perform 
more or less work per year. They may work more or fewer hours or— 
yet another complication—with more or less intensity. Hence the 
expression “the supply of labour” is ambiguous. It may be measured 
by the number of workers or by the number of man-hours of service 
rendered or (in some industries, where payment is by results) by the 
actual amount of work performed. 

In the same way, land and fixed capital may be worked more or less 
hard. The machinery in a factory may be worked for eight hours a 
day or, under a two-shift or three-shift system, for sixteen or twenty- 
four hours, and for anything up to 365 days a year, less the time needed 
for cleaning and overhauling it. Under-developed countries which are 
now expanding their education programmes often use school build¬ 
ings, which arc scarce, for two or even three sets of pupils a day. 

Arc we to think of the factors of production as the actual men, 
machines, and so forth, or as the services they render? When we con¬ 
sider the relation between input and output, we must think of the 
latter. Anything that contributes towards output is a factor of pro¬ 
duction. The finished products of one firm are factors of production 
in so far as they arc used as materials by another. Coal is a product 
of the coal-mines, but when used as a production good, as in the 
boiler-room of a factor)', it is a factor of production. Pigs are products 
to the farmer, but factors of production to the sausage-maker. Any¬ 
thing that forms part of the “input,” that goes into the productive 
process at any stage and help^ to produce the output, the gross national 
product, is a factor of production. Materials and fuel do actually and 
literally go into the productive process. In goes the pig and out come 
the sausages. But land, and men, and fixed capital do not. It is 
their ser\'ices, and not they themselves, that form part of the input. 

But when we are looking ahead and planning, or suiv'eying the various 
production possibilities open to the community, we must think of the 
former. For they can be used in different ways. They can be more or 
less fully employed. More workers can be employed in some industries 
and fewer in others, and the same is true of land or capital. To some 
extent, they can be specialized to different tasks, although this may 
involve some cost. For example, men can be trained for different 
occupations, buildings can be converted to ser\x different purposes, 
land can be irrigated or fertilized to make it suitable for different crops. 
The central economic problem for any community is how to make the 
best use of its labour and other resources, and for this purpose the 
community must consider the various alternatives. It must consider 
what the men and the land and the capital might contribute towards 
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output if they were used in different ways, and not merely what in fact 
they are contributing now. 

3. Substitution of Factors 

Few economic tasks are performed by one factor alone. Labour as 
well as land is required to grow wheat, and machinery as well as labour 
is required to make pins. Nearly every productive unit, whether it be 
a factory or a farm or a railway or a school, uses a number of different 
types of workers and equipment and other factors. It combines their 
services in order to produce its output. 

In the short run, it sometimes appears that the proportions between 
the different factors are fixed and cannot be altered. Thus a plant may 
be designed to employ a certain number of men—for example, one man 
to each machine—and it appears obvious that taxi-cabs and drivers 
must be combined in the proportion of one to one. But the proportions 
are seldom absolutely fixed even in the short run. More or fewer 
workers can be employed in supervising; different types of materials or 
fuel can be used, or the present types can be combined in different 
proportions; two or even three men may share a taxi-cab and take 
turns in driving it; more workers can be employed with the same 
machinery by working two or three shifts a day. 

In the long run, the proportions between the factors can usually be 
varied. Plant or equipment which wears out or is scrapped can be 
replaced by a different type, embodying more or fewer labour-saving 
devices. A farmer who expands his output can either acquire more 
land or buy more agricultural machinery or engage more labour. 

As a rule, therefore, one factor can be substituted for another, within 
limits. Machinery can be substituted for labour, oil for coal, and so 
forth; although sometimes, as when one textile material is substituted 
for another, the resulting product is somewhat different. 

As factor A is continuously substituted for factor B, more and more 
of factor A is usually needed to replace a unit of factor B and still yield 
the same output. This is because A and B are difl'crent factors; they 
are not perfect substitutes for one another. How much A and how 
much B should be used in any particular process? Under a price 
system, that will depend on their relative prices. A should be substi¬ 
tuted for B so long as less than a shilling’s worth of A can replace a 
shilling’s worth of B and still yield the same output. In other words, if 
a unit of A costs, say, three times as much as a unit of B, A should be 
substituted for B so long as a unit of A can replace more than three units 
o^B and still yield the same output. In this way, a given output will be 
produced at the lowest total cost possible, given the prices of the various 
factors. 

For example, the cheaper is scrap-iron relatively to pig-iron, the 
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more of the former and the less of the latter will be used in open-hearth 
furnaces for making steel. But if more than, say, 70 or 80 per cent of 
scrap-iron is used, the quality or quantity of the output may suffer. 
Suppose that 1J tons of scrap-iron cost the same as 1 ton of pig-iron. 
Scrap-iron will be substituted for pig-iron up to the point at which 
using 1 ton less of pig-iron and 1 ^ tons more of scrap-iron would reduce, 
rather than increase, the output of the furnace. 

Often it is not possible to make such continuous changes in the pro¬ 
portions. There must be either a fairly big change—for example, 
machinery replacing labour in a particular task, such as loading ships 
or rolling cigarettes—or none at all. But the above principle still 
applies. 

If the price system is not distorted by monopoly, the relative prices 
of A and B measure the relative values that they could contribute to 
output in other industries. There is a kind of continuous auction going 
on among employers in different industries to obtain the services of 
particular factors. Each has to pay what the others are prepared to 
pay, and that depends on the contribution which the factors can make 
to their output. A builder, for example, may complain that he would 
like to use more steel, but cannot afford it; steel is too dear for him. 
This merely means that the available steel is needed more by other 
firms, who can afford to pay more for it than he can because they can 
use it in ways that are more valuable to the community. This type of 
problem continuously confronts an economic dictator or a central 
planning committee. Should, say, 1,000 workers be transferred from 
building houses to mining coal? That depends on whether the 
community needs the extra coal that it would get more than the extra 
houses that it would other\. :se have had. Who is to say what the 
community needs most? Under central planning it is the planners. 
Under the price system it is the buying public; e\'er>^ shilling they 
spend on one commodity is a vote in favour of that commodity (and, 
therefore, of factors being employed in producing it} rather than some 
other. 

4. Diminishing Returns and the Growth of Pupi latidn 

The English classical economists, notably John Stuart Mill, discussed 
diminishing returns in the context of the growth of population. They 
said that the growth of population tended to diminish the average 
return to labour^ Nforc workers would have to be employed in pro¬ 
ducing food for the growing population. But the total amount of land 
was fixed. Therefore the output per worker would fall, thereby 
lowering standards of living, as more labour was combined with a given 
amount of land. 

It was true that, as population increased, some land not formerly 
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used might be brought into cultivation. But this did not affect the 
argument. The new land would be poorer than the land at present under 
cultivation, or it would have been cultivated already. It would become 
worth using only because more intensive cultivation of the better land 
had diminished the returns per worker: after a point, additional labour 
would produce as much on the worse land as on the better land. 
Standards of living would fall owing to diminishing returns to labour 
upon the given area of better land already cultivated. 

In agriculture, therefore, output per worker would tend to fall 
(although total output would increase) because each worker on the 
average would be assisted by a smaller amount of land than before. 
In manufacturing, however, they thought that output per worker 
would tend to increase. For machinery was taking the place of hand 
labour, and it seemed probable that, as time went on, each worker on 
the average would be assisted by more capital than before. 

Why, on these assumptions, would not increasing returns in manu¬ 
facturing (which includes the processing of foodstufl's—for example, 
the manufacture of flour from wheat and of bread from flour) more 
than outweigh diminishing returns in agriculture? 

Because the great majority of the population were employed, and 
had to be employed, on the land. Food is the basic need of mankind. 
When incomes are low, as they were a hundred years ago, they are 
spent mainly on food. So long as the labour of one man on the land 
provides food for little more than one family, the bulk of the population 
must be engaged in agriculture. Only a small proportion of them can 
be spared for providing for less urgent needs by working in manu¬ 
facturing and other industries where returns to labour might be 
increasing. Unless, therefore, the productivity of labour could be 
increased in agriculture, standards of living were bound to fall as 
population continued to grow. No inventions and improvements in 
other industries could avert this long-run tendency. 

Hence it is not surprising that the English classical economists 
strongly advocated a reduction in birth rates in order that standards of 
living might be maintained and improved instead of being forced down 
by the pressure of population. 

John Stuart Mill published his Principles of Political Economy in 1848. 
At that time there was little indication of the great developments in 
transport that would enable Great Britain to be fed on wheat from 
Canada, beef from the Argentine, mutton from Australia, and butter 
and cheese from New Zealand. Still less could anybody have been 
expected to foresee what has been called “the industrial revolution in 
agriculture”—the invention and improvement of machines such as the 
combine-harvester—for this has produced its most spectacular results 
in increasing output per worker (in countries where there is enough 
land, or enough employment available in occupations other than 
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agricultural ones, to permit of fairly large farms) only during recent 
decades. Again, the progress of engineering has made possible the 
investment of capital in drainage and irrigation projects which greatly 
increase the productivity of the land. 

In actual fact, the gloomy forebodings of the English classical 
economists have not been borne out by events. Populations have 
expanded greatly but, at any rate in the Western world, there has 
been a marked and continous increase in the returns to labour, in 
agriculture as well as in other industries, over the past hundred 
years. 

They did point out, however, that the tendency to diminishing 
returns might be counteracted for a time by “the progress of know¬ 
ledge.*’ No doubt they were thinking of the kinds of improvements 
that had been taking place since about the middle of the eighteenth 
century—discoveries such as the rotation of crops, improved breeds of 
cattle, improved varieties of crops, better methods of controlling pests 
and diseases of plants and animals. But they thought that the tendency 
to diminishing returns was always present and would prevail in the long 
run if population continued to grow. 

This view is not put entirely out of court by the great economic 
progress of the past hundred years. For example, India is at present in 
the middle of a large hve-year programme of public investment. By 
means of irrigation schemes and other improvements she expects to 
bring about an increase rtf nearly 10 per cent in her gross national 
product. But every year she is adding over four million mouths to 
her population. At the end of her five-year programme, in 1957, her 
output per head will be little high<=‘r than it is now. Her capital 
investment is barely keepii j pace with her growing population, 
and without it her standards of living, already low, would fall still 
further. 

But a long-term forecast which has been cjuite wrong over the last 
hundred years and which may or may not be true of the next hundred 
years, or which may apply to some countries and not to others, can 
hardly be called a “law.” A scientific law is a generalization that is 
universally valid. There is such a Law of Diminishing Returns, which 
applies to every individual factor of production and not only to labour, 
whether that factor is employed in agriculture or in any other industry, 
and whichever country is under consideration. 

5. The Law of Diminishing Returns 

The Law of Diminishing Returns relates to the ven/ short run, to the 
situation that confronts a community at a given moment. It says 
nothing about what will happen to standards of living in the long run. 
It considers only the present possibilities of reshuffling factors, of 
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rearranging them in different combinations, as they would have to be 
reviewed by a central planning committee for the country as a whole 
or considered by a farmer or any other controller of a business within the 
narrower sphere of his own farm or other productive unit. Improve¬ 
ments in technical knowledge will take place as time goes on, but at 
the moment the state of technical knowledge is what it is, and the 
problem is what to do with the factors available in the light of our 
present knowledge. The Law takes the state of technical knowledge 
as given. 

The Law itself is simple and obvious, although some of its implica¬ 
tions are not. It merely points out that while we should expect 
doubling all the factors to double the total output, if we double only 
one of them, or only some of them, and not the others, we should 
expect the total output to increase, but not to double. 

There is one proviso, however. In any branch of production, an 
increase in the scale of output might make it worth while to use 
specialized machine!*)^ or other equipment, with a consequent increase 
in division of labour among the workers. As a rule, it would need quite 
a large increase in output to make such a radical change worth while. 
I discuss these ‘‘economies of scale” in the following chapter. The Law 
assumes tliat no such radical change in metliods of production takes 
place. 

In lliese circumstances, it needs no elaborate proof to demonstrate 
that if one factor alone is increased by .r per cent, the total output will 
increase by less than x per cent. There will be diminishing returns to 
the factor that has increased, because each unit of it will be combined 
with fewer units than before of the other factors. 

In order to bring out certain points, however, I will give a very 
simplified arithmetical example. Suppose there are only two factors— 
land and labour—each of uniform quality, engaged in the production 
of, let us say, wheat. We can assume that each worker is equipped 
with the same implements, seed, and fertilizer. Instead of assuming 
a fixed quantity of land I shall speak of men per square mile, for the 
number of men per square mile can be increased either by increasing 
the number of men or by decreasing the amount of land, givang us 
variability both ways and illustrating the point that it is the change in 
the proportions of the factors which matters. I have kept the table short, 
in order not to complicate the illustration; this makes returns diminish 
more rapidly than they would in practice, but it does not affect the 
argument.^ 

^ My flexures for iru^sl ccniiitrirs would be more realistic if I took a smaller unit of 
land, say 100 or 200 acres. Hut in Saskatchewan, where wheat-j^rowing is fully 
mechanized, “a farm of four and a half sections (2,700 acres) can be worked from 
seed time to harvest by the farmer, his manager, and two hired men- -all expert 
mechanics as well as good farmers.” (“Canada’s Wheat Province,” Ihe Timesy 
29th April, 1953.) 



FACTORS OF PRODUCTION 


09 


Product of Labour (in Units of Wheat) 
PER Square Mile of Land 


Number of Men 
per square mile 

Total Output 
per square mile 

Average Product 
per man 

Marginal Product 
per man 

1 

* 50 

50 

' 50 

2 

164 

82 

114 

3 

285 

I 95 

! 121 

4 

! 400 

100 

i 115 

5 

500 

100 

i 100 , 

6 

576 

96 

7b 

7 

630 

90 

54 

8 

656 

82 

26 

9 

, 656 

: 73 

0 

10 

640 

64 

- 16 


The average product per man is the total product divided by the 
number of men. The highest average product per man, namely 100 
units of wheat (a year), is obtained when 4 or 5 men are employed per 
square mile. If more men per square mile are employed, the average 
product per man falls; in other words, there are diminishing returns to 
labour. 

The marginal product per man is the addition to the total product 
(per square mile) due to the addition of another man. It reaches its 
maximum of 121 units of wheat when 3 men are employed per square 
mile; thereafter it falls. 

It will be noted that the table shows increasing returns to labour as 
the number of men per square mile is increased from 1 to 4. Why is 
this? Does it not contradict die view that (apart from economies of 
scale) diminishing returns are inevitable? 

The reason is that a square mile is too large an area for 3 men to 
cope with, if they try to work it all at once. (The reader w'ho does not 
like these figures can substitute others which he thinks more realistic— 
some area will be too large for 3 men to handle.) Consequently, 3 men 
w^ould not try to cope with it; increasing returns due to this reason will 
never be found in practice. For example, if we accept the hgures in 
the table, 300 men in a new colony with unlimited land at their dis¬ 
posal would cultivate only 60 or 75 square miles at a time. This would 
give them their maximum possible output of wheat, namely 30,000 units. 

This means that increasing returns of this type are to be avoided. 
They indicate that more could be produced by using less of the other 
factor (in this example, by using less land). The marginal productivity 
of the other factor is negative if a greater product can be obtained by 
using less of it. Thus, if the 300 men cultivated 100 square miles, they 
would produce only 28,500 units; the additional 25 square miles would 
reduce their total output by 1,500 units. 
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This point is brought out again in the last line of the table. When 
more than 9 men are employed per square mile, the total product falls. 
More than 9 men (and again the reader can substitute a much larger 
number if he wishes) impede one another and produce a smaller output; 
the marginal productivity of labour is negative. This means that there 
are increasing returns to land. As the amount of land is increased, 
reducing the number of men per square mile towards 9, the aver¬ 
age output per square mile increases towards its maximum of 
656 units. Clearly not more than 9 men per square mile will be 
employed. 

Hence in practice there would be diminishing returns to both factors. 
The number of men per square mile would be not less than 4 and not 
more than 9. How many exactly would it be? 

If land were free, the number would be 4, for this would maximize 
output per man. If labour were free (for example, if farmers could use 
any number of prisoners of war), the number would be 8 (or 9), for 
this would maximize output per square mile. 

In practice both land and labour arc scarce. It would be folly 
to employ 9 men per square mile. The ninth man would add nothing 
to the total product; if he were employed instead in some other 
industry', he could make a positive contribution to output. The eighth 
man per square mile adds 26 units of wheat per square mile. Could he 
add something worth more than 26 units of wheat if he were employed 
instead in some other industry? If so, he is better employed there, and 
not in wheat-growing. Under a properly working price system, the 
number of men per square mile will be such that their marginal product 
is equal in value to the marginal product of that type of labour in other 
industries. 

The same applies to land. It would be folly to allow as much as a 
square mile to be used in conjunction with 4 or 5 men. For in that 
event the marginal productivity of land would be zero. (For example, 
100 men and 20 square miles produce 10,000 units; 100 men and 25 
square miles also produce 10,000 units; the extra 5 square miles add 
nothing to the total output). The question to be asked is whether some 
wheat land could make a greater contribution to national output if it 
were used for some other purpose; if the answer is yes, it should be 
transferred to that other purpose. 

In general terms, and assuming full employment, the best allocation of 
factors among industries is achieved when the community places the same value 
upon the marginal product of a factor in every industry in which that factor is 
employed. Otherwise, there would be a gain in moving factors to where 
their marginal productivity is greater. 

The Law of Diminishing Returns may be stated as follows: As the 
proportion of one factor in a combination of factors is increased^ after a point, 
first the marginal and then the average product of that factor will diminish. 
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This assumes that the state of technical knowledge is given and that 
there are no “economies of scale.” 

It is true that output per man has increased considerably in most 
industries over the past hundred years, or even the past ten years. But 
this has been due to increased investment (more capital per worker) 
and to changes in methods due to the growth of technical knowledge 
and to greater territorial specialization owing to improvements in 
transport. The Law relates to a given situation, to the situation which 
confronts a farmer or a business man or a planning committee at any 
given moment. It is this which is relevant to the allocation of factors 
among industries, and to the theory of costs. 


6. Unused Factors 

“We should make the fullest possible use of all our resources,” says the 
orator, and every^one applauds. Except the economist. He knows 
that it is nonsense, and so would others, if they thought about it. 

Wliat is the use of tr>*ing to cultivate jungle or swamp, mountain or 
desert, if the same number of workers could produce more by concen¬ 
trating on the more fertile or better situated land? In Australia, for 
example, most of the interior has a low and unreliable rainfall. The 
population has grown during the past hundred years from less than 
half a million to more than eight million, but it has continued to 
concentrate on the more fertile coastal regions, leaving the interior 
severely alone except for a very small number, sometimes only two or 
three sheep or cattle, per square mile. Are they wrong not to make 
the “fullest possible use” of the interior? Of course not. Their labour 
produces more where it is. 

Again, suppose that a community has two coal deposits, one of thick 
seams near the surface and the other of thin seams, deep down and 
difficult to work. If it concentrates entirely on the better deposit, 
1,000 men will suffice to produce a million tons a year. It would take, 
say, 5,000 men to produce a million tons a year from the w^orse deposit. 
Additional men employed on the better deposit would produce several 
times more coal than if they were employed on the worse deposit. 
Clearly, it would be sheer waste to work the worse deposit. 

In general terms, poor land or poor mineral deposits are worth 
working only if the marginal productivity of labour employed on them 
is as great as it is on the better land or deposits. We must take account, 
however, of the transport and distribution of goods to consumers. It 
may be better in some cases to work poor land or poor mineral deposits 
for local consumption than to import the products from elsewhere. 
This will be so if the extra costs of transport would outweigh the 
difference in production costs. 

The same principle applies to fixed capital. Suppose, for example, 
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that a new type of machine is invented that will perform a certain task 
more efficiently than the type of machine at present in use for that 
purpose. The community may attain its ends more fully by applying 
the invention at once and scrapping all the old-type machines, even if 
many of them are practically new. Whether this will be so depends on 
two things. 

1. Suppose that a machine of the new type (if it were produced) and 
a machine of the old type (which has already been produced) would 
each last for ten years. Can the community satisfy its wants more fully 
over these ten years by using the less efficient machine, which is already 
in existence, or by employing co-operating factors, such as labour, to 
produce a machine of the new type and to operate it? If the latter, 
then the community may gain by producing the new machine and 
scrapping the existing one. 

2. But this is not all. The community has a limited supply of sav¬ 
ings. Some of these savings would be absorbed in producing machines 
of the new type. A still greater gain might be possible by using its 
limited savings in other ways and by continuing to work the existing 
machines. But if this is not so, then clearly the best course is to scrap 
all existing machines of the old type. 

This point is not fully realized by those who deplore what they call 
‘‘the loss of capital’’ due to inventions and who wish to restrict, for 
example, the competition of road transport in order to present the 
capital value of the railways. 

A final example of our principle may be drawn from public works to 
relieve unemployment. It is sometimes urged that any such relief 
works must increase production since the unemployed will produce 
something instead of nothing. This may not be true. In order to 
produce something—say, roads—the unemployed must be combined 
with other factors such as engineers, supervisors, equipment, and 
materials. These co-operating factors, including the labour and capital 
employed in making the equipment and producing the materials, must 
be drawn from other uses. As a consequence of this reshuflle, the total 
assortment of goods and services produced may satisfy the wants of the 
community less fully than the assortment that would have been pro¬ 
duced in the absence of relief works. But again I must point out that 
this is not necessarily conclusive. The community may prefer to 
maintain the morale and working habits of the unemployed even at 
this cost. Further, if there is heavy unemployment, relief works may 
be an effective means of expanding the total monetary demand for 
goods and services and thus promoting a general revival of economic 
activity and employment. 
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Note 

Average and Marginai. Product 
The marginal product of a factor is the addition to the total product 
due to the addition of one more unit of the factor. The last column of 
our table on page 109 shows the marginal product of labour per square 
mile. Increase the number of men per square mile from, say, three to 
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four, and the marginal product of labour (per square mile) falls from 
121 units to 115 units. The figure of 115 is obtained by subtracting 
285—the output per square mile when there are three men per square 
mile—from 400—the output per square mile when there are four men 
per square mile. It is not strictly correct to say that the extra 115 units 
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are “due to the fourth man” since, by definition, the fourth is equally 
efficient as any of the others. The 115 units are the marginal product 
of labour per square mile when four are employed thereon. 

The marginal product of labour per square mile, as shown in the 
table, is represented diagrammatically on page 113. Reading from left to 
right, the first rectangle or pillar represents the product when there is 
one man (namely, 50 units), the second rectangle represents the amount 
added (namely, 114 units) when there are two men, and so on. 


Y 



The total product when there are x men is the sum of the .v rectangles, 
and the marginal product is the xih rectangle. If the marginal product 
is negative, it is represented by a rectangle below OX, and the total 
product is the rectangles above OX minus those below OX. 

The diagram is usually simplified, as above, by joining the tops of 
the rectangles and showing only the smoothed curve. 
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The total product of OM men is the area OABM\ their marginal 
product is BM, 

The curve of average product per man can be constructed in the 
same way. 

When the average product per man (or other factor) first rises and 
then falls, as in our example, the corresponding marginal-product curvx 
will rise faster and higher, and will begin to fall sooner and more 
steeply, cutting the average-product curve at the highest point of the 
latter: 


Y 



— = Marginal pi odur* of varying factor 
- as Average product of varying factor 


The total product is the sum of the marginal products. The average 
product is the total product divided by the number of men. So long 
as the marginal product (ev^en after it has begun to fallj remains above 
the average product, it will raise the latter; the average-product curve 
must be rising. And when the marginal product is below the average 
product, it will reduce the latter; the average-product curve must be 
falling. When the marginal product due to one more man being added 
is the same as the former average product, the latter has ceased rising 
and has not begun to fall; that is to say, it is at a maximum. 

Some readers may be able to convince themselves by working out 
illustrations in tefms of cricket scores. Or we can think of men being 
arranged in a row. If the first man is 5 ft. tall, the second 5 ft. 2 in., 
the third 5 ft. 6 in., and the fourth 6 ft., these increases in the “marginal 
height” will make the “average height” increase, but it will remain 
below the “marginal height.” Thus the average height of these four 
men will be only 5 ft. 5 in. Now suppose that subsequent men are 
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progressively shorter—say the fifth man is 5 ft. llj in., the sixth 5 ft. 
11J in., and so on. Clearly for some time the average height in the 
row will- continue to increase. When the average height reaches a 
maximum, it is neither increasing nor decreasing—for a moment the 
curve representing it is neither rising nor falling, and must therefore 
be horizontal. The last addition neither raises nor lowers the previous 
average, hence it must equal it. Thus, if the average height of our 
men first rises and then falls, and if at the point when it ceases to rise 
the next man does not make it begin to fall, his height must equal the 
average height of the men in the row. 
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LARGE-SCALE PRODUCTION 
1 . Introduction 

1’here is a widespread belief that large-scale production is more 
efficient than small-scale production. Often this is true. Production 
on a large scale may make possible more specialization. A large 
machine, or other unit of plant and equipment, is often more efficient 
than a smaller one. There are sometimes technical economies in the 
integration of difTercnt processes. 

On the other hand, small-scale production is still predominant in 
some fields and we often find small firms holding their own in com¬ 
petition with giant concerns, and perhaps producing at lower costs. 

We should distinguish between the size of the industry, the size of 
the firm, and the size of the factory, farm, or other ‘‘establishment.’^ 

Some economics depend solely on the size of the industry. For 
example, a large industry which is also localized usually benefits from 
various external economies. Other firms will cater for its special needs, 
providing it with transport and banking services, repairing its machin¬ 
ery', supplying its accessories, purchasing its waste products for pro¬ 
cessing, and so forth. This will be so whether the industry consists of a 
few large firms or many smi^’l ones. The economies spring from the 
size of the industry' as a whole and its concentration in one area; they 
liavc nothing to do w’ith the size of the individual firm or of the 
individual establishment. 

Other economies depend solely on the size of the establishment. 
These are technical economies springing from the gt eater efficiency of 
larger capital goods, such as machines, or from carrying out within 
the same establishment a number of successive stages in the process of 
production. I1ic firm which owns the establishment may^ own only 
that one, or it may own many others, but these economies depend only 
on the size of the individual establishment and not on the size of the 
firm. Nevertheless two or more firms cannot both control the same 
establishment. Hence in industries where most establishments are 
large, most firms will be at least correspondingly large. But a single 
firm can control any number of establishments, large or small. 

I'he advantages of a large firm, as distinct from a large establishment, 
may lie mainly in the field of monopoly. A large firm may be able to 
charge higher prices, or to pay less for its materials or other factors, 

117 



Il8 PRODUCTION 

than small firms actively competing with one another. This subject 
does not properly belong to the present Part, which deals with the 
influences affecting the volume of output under any system of social 
organization; private monopoly gains arise only under capitalism, but 
I mention them in this Chapter for the sake of completeness. Another 
advantage of a large firm is that it can afford to pay for the full-time 
services of various experts. 

However, both large establishments and large firms may have their 
disadvantages, as we shall see. 

2. Economies of Scale 

The present chapter supplements the preceding one. There I ex¬ 
plained why we should expect to find diminishing returns to every 
factor in every industry—at any given moment. But over a period of 
time we may find exactly the opposite. During the past few genera¬ 
tions the returns to labour, and indeed to nearly all factors, have 
continuously increased, at any rate in the Western world, in almost 
every field of economic activity. What are the reasons for this 
paradox? 

There arc two main reasons. The first is the grow th of technical 
knowledge. We are using new and improved types of machinery' and 
equipment for production and transport, growing new and improved 
varieties of crops, and in general applying our increased knowledge to 
exercise a more effective control over our environment and to obtain 
a greater output per w'orker. The second reason is that the expansion 
of an industry may make possible what are know n as economies of scale, 

A large expansion in an industry may lead to the adoption of a 
different method of production. Quite apart from any increases in 
technical knowledge, the growth of an industry may make it possible 
to take fuller adv^antage of specialization. Men may spec ialize more 
upon particular tasks, and machinery may be used which formerly 
was not wT:)rth while. Take printing as an e.xample. When the 
numbers of men and the amount of capital einploy^ed are small, 
hand printing-presses may be used, although the people concerned 
know quite well how to construct and operate a linotype machine or a 
rotary press. Multiply the scale of the industry by ten, and one or 
more of these large machines may be used, while workers specialize 
in the various occupations created by the new methods of production. 
The same applies to the production of newsprint. The cheapest way 
to produce newsprint is to use a large machine which turns out 
several tons an hour. Clearly such a machine is not worth using 
when the total demand is only a few tons a day; it would be idle 
nearly all the time. 

This point is illustrated by many of the small-scale industries in 
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under-developed countries. The people of these countries know quite 
well that the large-scale methods of the West are more efficient, but 
they cannot use them because their local demand is too small. What 
would be the use of installing a modern large-scale chocolate factory in 
Trinidad (which produces cocoa and sugar) when the local demand 
would keej) it employed for only a few days a year? What would be 
the point of establishing a continuous-strip mill for making tin-plate in 
a country such as Burma or Ceylon, when its output exceeds local 
demand more than a hundredfold? We therefore find that such coun¬ 
tries either import the products of industries where large-scale methods 
give much lower costs of production or else employ more primitive 
methods, using more labour and less capital, and giving lower returns 
per worker. Handicrafts, cottage industries, and small-scale factories 
may be a means of providing employment, and in some cases may yield 
products superior in craftmanship or design, but in many fields the 
output per worker is much lower than it would be if modern mechan¬ 
ized methods were used. 

Economies of scale mean that the assumption I made in the pre¬ 
ceding chapter—namely, tliat increasing all the factors engaged in an 
industry by a certain percentage would increase the total output of 
the industry i)y exactly the «;ame percentage—may not be true. When 
all the factc)rs are increased by x per cent, the total output may 
increase, if ,v is large, by more than x per cent. 

The careful reader will note again the ambiguity of the term 
‘Tactor.” To revert to our example of printing, we can say (as most 
economists dot that the amount of the factor “capital” has increased 
tenfold, or we can say that one type of capital good—linotype machines 
—has replaced another type hand printing-presses. 

Economies of scale may be realized when the expansion of an indus¬ 
try takes place by some factors increasing more than others; there is no 
need for them all to increase by the same percentage. The increase 
of capital in the Western world during recent generations has been 
much greater than the growth of population. A large increase in the 
capital employed in an industry may lead to the adoption of methods 
which formerly, altlunigh known, were not worth while because the 
proportion of capital available was too small. Thus it might become 
worth while to construct a water works and to lay pipes for the distri¬ 
bution of water instead of cariynng it in buckets. This point also is 
amply illustrated in under-developed countries. They are nearly all 
short of capital ahd therefore cannot use many labour-saving devices 
which would be worth while if capital were more abundant and 
therefore cheaper. 

A large increase in the scale of an industry may result in a separation 
of processes and occupations. For instance, instead of one household 
or one little factory making a finished textile product, such as a shirt 
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or a carpet, some firms may do the spinning, others the weaving, others 
the dyeing, and so on, and new occupations may be created by the use 
of new types of specialized machinery and equipment. 

A general expansion of industry and trade may bring with it various 
economies. For example, the growth of factories of various types in an 
area may benefit them all. The railways and roads can carry their 
goods more cheaply because the total volume of traffic is larger; the 
cost of electricity may fall because it can now be produced on a larger 
scale; it may become easier, in time, for any particular factory to 
obtain skilled labour or to get its machinery repaired or parts of it 
replaced. 

3. The Concept of Indivisibility 

It is worth while asking an apparently silly question, for the answer 
will bring out the main reason for economies of scale. Why are not 
large-scale methods used, if they are known, even where the demand is 
relatively small? Granted that the large machines and other capital 
goods employed in the big industrial centres could not be used, because 
they would be idle most of the time, why not use much smaller models 
of them? 

The answer, of course, is that many capital goods must be a certain 
minimum size in order to do their job and that many are more 
efficient, up to a point, the bigger they are. In economic language, 
they are indivisible. We cannot divide their dimensions by 2 or 10 or 
100 and get miniatures which do a half or a tenth or a hundredth of 
the work done by those of the normal size. 

A minimum size is sometimes necessary for various technical reasons. 
For example, a plant generating electricity from water power must be 
fairly large, and a miniature combine-harvester would not work. The 
minimum size is often related to the size of human beings. For 
example, a motor-car must be big enough to hold two or more people, 
and the size of the car determines the size of the conveyer-bolt which 
assembles it. 

There are also various technical reasons w^hy larger units are often 
more efficient, up to a point, than smaller ones. One general point, 
which applies to boilers, tanks, furnaces, ships, and many other capital 
goods, is that carrying capacity varies roughly with the cube of the 
dimensions, whereas the material required to construct the capital 
good varies roughly with the square of the dimensions. A 2 x 2 x 2 box 
holds eight times as much as a 1x1x1 box, but contains only four 
times as much material. Another general point is that often only a 
few more men are needed, in some cases only the same number, to 
operate a bigger unit. Up to a point, a big ship is cheaper to run than 
a smaller one, for it requires less engine space and less fuel and less 
crew per unit of carrying capacity. Five blast furnaces of 200 tons 
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capacity are more expensive to construct and require more coke and 
more labour than one of 1,000 tons. 

It is often possible to produce a large unit by assembling a number of 
parts, just as a house is built of bricks and mortar, tiles, pipes, doors, 
windows, and other parts. On the other hand, large units sometimes 
call for large establishments to make them and handle them. For 
example, if ships are large, shipbuilding yards and ports and docks 
must also ]3C large. 


4. Excess Capacity 

It may be worth while to install a fairly large capital good although 
the demand is not sufficient for it to be used to full capacity. For 
example, it may be worth while to use a ship of, say, 2,000 tons on a 
certain route although it is known that the cargo space will seldom be 
completely filled. It may be worth while to put up a power station 
large enough to meet a peak demand for electricity although for much 
of the time the demand may be considerably lower. Under imperfect 
competition, as we shall see later, a firm may work below full capacity 
because it maintains fixed selling prices, and at those prices it cannot 
sell all its potential output. 

In these circumstances, tlicre is excess capacity: the fixed capital could 
be worked harder. 

Suppose that fixed capital is being worked well below capacity, and 
that the demand for its products gradually increases. For a time, as 
more and more labour is employed, the marginal productivity of 
workers may fall only slightly, or not at all. In other words, there may 
be constant, or nearly constant, return^ to labour. The same may apply 
to other co-operating factors, such as fuel. But wEen the fixed capital 
is being worked nearly to full capacity, the marginal productivity of 
labour and other factors often begins to fall sharply as still more of them 
are employed. 

There may be excess capacity in the labour force also. For example, 
much the same number of men may be requii'ed to run a power station 
whether it is producing all it can or only half as much. A change from 
the latter to the former situation will double the output per worker. 
But it would be misleading to think of this as increasing returns to 
labour. In effect, each worker is now assisted by twice as much capital 
as before, because the station is fully used instead of half used. Where 
the number of w^orkers needed to operate a plant is more or less fixed, 
the productivity of additional w'orkers would be nearly zero, for they 
would add little to the output of the plant. 

5. The Size of Establishments 

We can measure the size of an establishment by the value of its output, 
or by the number of workers it employs, or by the value of its fixed 
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capital, such as buildings, plant, and equipment. For some establish¬ 
ments other measures are often used—for example, the acreage of a 
farm or the tonnage of a ship. 

For most purposes, the value of output is the most informative 
measure. It is usually better to take the value added rather than the 
gross value, for the latter exaggerates the importance of establishments 
such as oil refineries which add only a small percentage t(j the value 
of the materials which they process. 

In some industries, such as iron and steel, motor manufacture, the 
processing of aluminium, oil-refining, and flour-milling, large-scale 
establishments predominate. The main reason is that they use large 
units of plant and equipment which would be less efficient if they were 
smaller. 

In agriculture and retail trade and in a number of manufacturing 
industries, such as cotton-spinning and weaving, woodworking, and 
pottery, there is no advantage in very large units of capital goods, and 
many of the establishments are of medium size or quite small. In such 
industries a large factory', for example, merely contains more machines 
of the same size and type; the chief advantage of a larger factory arises 
from the indivisibility of human beings: a works manager or accountant 
may be working below capacity in a small factory. In such industries, 
the size of any particular establishment often depends mainly on the 
capital available to the firm that owns it. 

In some industries large-scale and small-scale methods exist side by' 
side. For example, goods may' be transported cither by a large railway 
sy'stem or on a lorry. A large gold-mine uses elaborate large-scale 
machinery, but gold is also won from small deposits and riv'crs by 
more primitive methods. The same applies to a number of other 
minerals. 

The size of an industry is limited by the demand for its products. 
We should not expect to find large factories producing only' glass ey'es, 
for the total demand for glass eyes, even at a low price, is relatively 
small. 

The size of an establishment may be limited by local demand, and by 
transport costs. It is local demand that restricts the size of a village 
shop, or the size of a ship plying between ports where there is not 
much cargo available. It is transport costs that make it worth while to 
set up small establishments, although larger ones some distance away' 
have low'cr costs cjf introduction, to use local materials for making heavy' 
or bulky products such as bricks, cement, and furniture, to supply the 
local demand. 

In countries which produce and consume rice there are usually a 
number of small rice-mills distributed over the rice-grow'ing districts. 
A few large mills would have lower costs of production because they 
would use large-scale machinery and equipment. But the transport 
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costs of sending paddy a long distance to be milled and returned for 
local consumption in the form of rice outweigh (especially as it takes 
160 lb. of paddy to produce 100 lb. of rice) the lower production costs of 
a large mill. 

The same point may apply even when the commodity is not con¬ 
sumed locally, but exported. For example, a large sugar factory is 
more eflicient than a small one. But it takes 7 to 13 tons of cane, 
depending on the sucrose content, to make a ton of sugar. If there is 
enough cane in the area to supply a large factory, well and good. But 
if the cane is grown in a numlier of scattered areas, it may be better 
to save transport costs by having a small- or medium-sized factory for 
each area instead of bringing all the cane to one large central factory. 

For this reason we often find relatively small factories processing tea, 
rubber, and other agricultural products near the places where they 
are grown. 

Establishments that render personal services to consumers, such as 
restaurants and hairdressing saloons, or whose products, for example 
bread or ice, must be delivered fairly quickly to consumers, tend to be 
distrii)uted ov^er space in much the same way as the population. A 
large bakery or laundry is more eflicient than a small one, but is only 
worth while where the local demand is large enough to keep it employed 
fairly near to full capacity. 

I wrote that the main reason why large-scale establishments pre¬ 
dominate in certain industries is that they use large ‘‘indivisible’’ units 
of plant and equipment. There is sometimes another reason also. 
There may be technical advantages in integration. 

6 . Integration 

Integration is the carryang-out, within the same establishment, of 
successive stages in the process of production, llie product of one 
process is the material for the next. For example, cotton yarn is both 
the product of the spindles and also the material used by the looms 
which weave the cloth. At any stage, however, other materials also 
may be used; for example, other textile materials may be combined 
with cotton yarn to make cloth. Integration may take place either by 
establishments which make the materials or serui-fmished products 
expanding forward to make the more-finished products also, or by 
establishments which make the latter expanding backward to make 
their own materials. Other things being equal, an integrated estab¬ 
lishment will be larger, because it carries out a number of processes, 
than an establishment that specializes on one or two processes only. 

The iron and steel industry provides a leading example of integra¬ 
tion. A modern integrated steelworks normally has at least two blast 
furnaces, for at any time one may be under repair and out of operation. 
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The most efficient size of blast furnace is large, producing at least 800 
tons a day of pig-iron. The rest of the plant and equipment has to be 
adequate to cope with this large output of pig-iron, transforming it 
(probably in open-hearth furnaces, with the addition of scrap) into 
steel ingots, transforming the ingots into semi-finished steel products 
such as blooms and billets and bars, and putting the semi-finished 
products through a series of further processes to make a whole range of 
more-finished products, including plates and sheets, wire, rails, and 
possibly tubes or tin-plate. 

It would be physically possible to carry out almost any of these 
processes in a separate establishment, and this is sometimes done. 
The coke for the blast furnaces could be produced elsewhere—for 
example, near the coal-mines. Blast furnaces could be isolated, selling 
their pig-iron in cold solid slabs (known as “pigs”) to steel-makers and 
foundries elsewhere. An establishment could have only open-hearth 
furnaces, selling cold steel ingots. An establishment could specialize 
in producing billets or blooms or bars. Other establishments could 
specialize on some particular finished product, such as plates, or plates 
of a certain thickness. 

But there are considerable technical advantages in carrying out all 
these processes within the same works. Fuel is saved by passing the 
metal from one stage to another while it is still hot; the gases produced 
by the blast furnaces and coke ovens can be used to provide heat and 
power for the plant as a w hole instead of going to waste; the scrap from 
the finished products can be fed back into the steel furnaces. 

In most industries similar technical advantages of integration do not 
exist, or are much less marked. There are always some general advan¬ 
tages. The prompt supply of materials for the various processes is 
assured, and their quality is known, if they are produced in the same 
establishment; and the costs of transporting them from one establish¬ 
ment to another are saved. These advantages, however, may be out¬ 
weighed by various disadvantages. 

A factory may not use enough of some materials or accessories to 
produce them in the most efficient way. A separate factory that 
specializes in such a product may produce it more cheaply, because it 
can keep the “indivisible” plant and equipment, and the specialized 
workers, fully employed. We do not find a printing works making its 
own paper or a rubber factory going a stage further and making motor¬ 
car tyres, for paper and tyres are produced more cheaply on a large 
scale. 

Most factories pack their products in containers—boxes or cartons 
or tins or bottles. Why does not every factory make its own containers? 
Tins and bottles are produced more cheaply on a large scale, and 
relatively few factories use enough to make their own. Quite a number 
make their own boxes. But some do not use enough to keep modern 
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box-making machinery fully employed; it is cheaper for them to buy 
from a firm that specializes in making boxes. 

In the same way, an establishment that does not deliver enough goods 
to send them, at any rate for long distances, in its own lorry or van will 
find it cheaper to send them by a firm that specializes in transport. 
The latter can get full lorry-loads by carrying goods for a number of 
different establishments, and can therefore carry them more cheaply. 

By employing specialized firms in this way, a small establishment 
can overcome many of the disadvantages of being small. Sometimes 
a number of small establishments may deliberately co-operate for such 
a purpose, while remaining separate and independent in other 
respects. For example, several small farms adjacent to one another may 
share a combine-harvester which each alone is too small to use to 
capacity. As a general rule, however, this kind of co-operation is 
acliieved through the price system. The various firms which in effect 
co-operate with one another by sharing the equipment and services of 
a firm specializing in, say, making boxes or carrying goods, may not 
even know one another’s names. Each of them goes to the specialized 
firm i)ecause the latter can do the job more cheaply than it could do it 
for itself. 

Anf)ther reason why one process may be carried on in a different 
establishment from a subsequent process is that transport costs are 
saved by processing the materials where they are grown or mined, 
whereas the establishment that uses them may be best located elsewhere 
(for example, near the market or near a source of cheap power). I 
have made this point already, but it is relevant in the present context 
also. For example, sago palm (whi( h is bulky) is processed into sago 
flour w here it is growm, but the textile and other factories using sago 
flour as a material are located far away, in manufacturing countries. 

An establishment that specializes in one or two processes can buy its 
materials wherever they are cheapest; iii so far as its plant and equip¬ 
ment can process different types of materials, it can substitute one type 
for another wlien their relative prices change; and in some industries 
it can blend materials in different ways in order to meet the changing 
tastes of consumers. An integrated establishment is less flexible. A 
w eaving mill can buy whatever types of yarns are relatively cheapest 
or most suitable, but an integrated factory is tied to the types and 
qualities of yarns that can be produced by its owm spindles. An inte¬ 
grated steelworks is tied to its blast furnaces, which it must try to keep 
working to capacity; a non-integrated open-hearth steelworks can buy 
pig-iron wherever it is cheapest and can use a bigger proportion of 
scrap, and a smaller proportion of pig-iron, whenever it pays to 
do so. 

The general conclusion is that the special advantages of an inte¬ 
grated establishment must be quite marked to make it worth while to 
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forgo the advantages of specialization by a number of separate estab¬ 
lishments 


7. The Size of Firms 

Many firms have only one establishment; the firm and the establish¬ 
ment coincide, and our discussion of the influences determining the 
size of an establishment applies also to the firm. Some firms, however, 
own a number of establishments. Restaurants must be near their 
customers; hence the big catering firms own chains of restaurants as 
well as factories processing foodstuffs. Some products are processed 
more cheaply where they are grown; hence a firm such as Unilever 
owns factories processing vegetable oils in a number of countries and 
districts producing copra, palm oil, and groundnuts. 

The size of a firm is limited by the amount of capital that its owner 
possesses or can borrow. I’his puts a considerable brake on the rate of 
expansion of a firm owned by a man with little capital of his own, 
however great his ability may be. As time goes on, a firm can expand 
by “ploughing back” its profits. 'I’hc greater its own assets, the more 
it can borrow from the public or the banks. Many of f)ur leaders of 
industn^ hav'e built up large firms in this way from small beginnings. 
Nowadays this is more dillicult in (ireat Britain, for the rate (dtaxation 
on incomes and profits is too high to leave much margin for private 
investment. 

When a few large finns dominate an industr\’ they ar<‘ in a position, 
by open or tacit agreement among tliemselves, to fix the pric es of tlieir 
products; and smaller firms may follow suit. I discuss mono[H)ly and 
imperfect competition in later chapters. My point is that such a firm 
may not expand its oiuput further, although it ccnild do so, because 
this would mean reducing its prices and its profits. 

A large firm may also be able to use its bargaining power to buy 
some of its materials or s<*rvaces more cheaply. There is no social 
advantage in this in so far as it merely gains at the expense of its 
suppliers. But sometimes it can buy more cheaply because large 
quantities can be produced or transported more cheaply. For example, 
a full train-load can be carried more cheaj^ly per ton of freight than a 
number of half-empty trucks, or a smaller number of trucks than the 
locomotive could pull. In such a case there is a real saving of effort 
and resources reflected in the lower prices charged to the large firm. 

An owner-manager can personally supervise his establishment until 
it gets beyond a certain size, or until he acquires other establishments 
also. He must then employ managers for his various departments or 
branches, and must incur extra expenses in book-keeping and other 
means of preventing fraud and of providing him with detailed informa¬ 
tion about his business. 
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Owner-managers differ in ability. As time goes on, the most 
competent tend to expand the size of their firms, whilst the least 
competent go to the wall. If a man has exceptional business ability it 
is a waste of his talents for him to be engaged in controlling only a 
small firm; he is being used below capacity. On the other hand, a 
man of limited ability can run a firm of small or medium size but will 
get out of his depth, and make too many mistakes, if his firm becomes 
much larger. This is an aspect of the law of diminishing returns. As 
more plant and more other factors are combined with a fixed amount 
of executive ability, the returns to the other factors tend to diminish. 
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POPULATION 
1 . The Size of Population 

Malthus published the first edition of his Essay on the Principle of 
Population in 1798. His purpose was to demonstrate, in his own words— 

“That the increase of population is necessarily limited by the means 
of subsistence. That population does invariably increase when the 
means of subsistence increase and that the superior power of popula¬ 
tion is repressed, and the actual population kept equal to the means of 
subsistence, by misery and vice.” 

Another writer, Robert Wallace, had pointed out that if there were 
six children to a marriage (a realistic figure for those days, although 
not for ours), of whom four survived to become fathers and mothers, 
then the total population would increase in 1,233 years from the 
original couple to over 412 milliard. As there has never been anything 
like that number of people in the world—the present milliard is tlie 
highest so far—it is clear that some checks must have been imposed on 
the “power of population” to multiply itself. Malthus thought that all 
these checks, such as famines and plagues, wars and infanticide, 
resolved themselves into misery or vice. 

In his second edition, however, he conceded that another check is 
possible: prudential (or moral) restraint. By this he did not mean 
birth control; he meant postponement of marriage and abstinence after 
marriage. 

His views were adopted, as I have already remarked, by later British 
economists. They believed that there is an inevitable tendency to 
diminishing returns to labour in agriculture. With every mouth God 
sends a pair of hands, but the new hands do not produce as much. 
The tendency to diminishing returns may be overcome for a time by 
“the progress of civilization,” but sooner or later it must prevail. No 
lasting improvement in the condition of the people would ever be 
possible, for as soon as a temporary improvement took place, the 
“pow'er of population” would assert itself and the increase in numbers 
would drag standards of living down again. A lasting improvement 
would be possible only if people desired it strongly enough to limit their 
numbers; in moral restraint lay the hope, the only hope, for mankind. 
No wonder that economics was called “the gloomy science”! 
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In fact, the population of Great Britain has increased since Malthus 
wrote from about 10 million to 50 million, and this expansion has been 
accompanied by a marked upward trend in standards of living. 
Similar movements have taken place in most countries of Western 
Europe and in the New World. Malthus did not foresee the great 
improvements in transport which enable us to be fed from the vast 
lands of the new continents, nor did he foresee the extent to which 
technical progress and the growth of investment would raise output 
per head. 

Nevertheless today many parts of the world, including China, India, 
Japan, and Southern and Eastern Europe, are overpopulated. Their 
standards of living are far below those of Western countries and their 
death rates are high, especially among babies and young children, 
largely from lack of proper nourishment. Their populations are too 
large relatively to their resources of land and capital; if their numbers 
were smaller their output per head would be greater. 

The biggest disadvantage of too large a population is that there is 
too little land per head. In all overpopulated countries the average 
size of the family farm is very small. In China, for example, it is less 
than three acres; and the output of cereals is only IJ tons a man-year 
as compared with 20 tons in the United States. Less can be produced 
from a tiny holding than from a fair-sized farm. In overpopulated 
countries most of the population is engaged in agriculture, and pro¬ 
ductivity per worker in agriculture is low because each worker has too 
little land. 

Foreign trade enables a country to raise its national income by 
specializing on exports. No doubt some overpopulated countries might 
follow the example of Japan and specialize more on exports. But the 
larger the population, the smaller tends to be the proportion in the 
export industries. China, Japan, India, and Pakistan have between 
them over 1,000 million people, consuming over 80 million tons of 
rice a year. What other countries could supply them with more than 
a small proportion of this great quantity of rice? And what could they 
export in exchange for it? In practice, they must grow nearly all their 
rice within their own borders, because their populations are so large; 
and their exports form only a small proportion of their total output. 

How can such countries increase their output per head? It may be 
that new land could be opened up, or that land at present under 
cultivation could be made to produce two crops a year instead of one, 
by irrigation projects and other forms of investment. It may be that 
many of their peasants are not using the most suitable techniques and 
could be trained, for example, to use more fertilizers or to grow higher- 
yielding varieties of crops or to cope more effectively with pests. But 
this would require an army of competent instructors. 

If it were possible to uproot most of the peasants from their tiny 
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holdings and to divide the land into much larger farms, equipped with 
agricultural machinery, output per head in agriculture would greatly 
increase; a small proportion of the present number of agricultural 
workers would produce the same amount of food. But this would 
mean a complete social upheaval. And employment would have to be 
found for the peasants who were divorced from their land; they would 
have to be trained for other occupations and employed in manufactur¬ 
ing or in rendering services of various kinds. 

All these measures would require capital. To be on a scale large 
enough to raise appreciably the present very low standards of living 
they would require an immense amount of capital. But overpopulated 
countries are poor, largely because they arc overpopulated. They have 
little margin for saving. Where is all this capital to come from? If 
their numbers were smaller, this problem—whicli may well prove 
insoluble—would not arise. They need so much capital because their 
populations are so large. In the long run, the most effective way, and 
perhaps the only way, to maintain and improve their standards of 
living is for them to reduce their numbers by having fewer babies. 

It is possible for a countr>^ to be underpopulated. If there is plenty 
of fairly good land available, or if there are opportunities for a large 
expansion of exports, a bigger population might result in more sjiecial- 
ization and a greater volume of output per head. It may be tliat some 
countries, for example Australia or Canada, are in this position today. 
A denser population gives more scope for economies of scale. It can 
be supplied more cheaply—that is to say, at the cost of less labour and 
other resources per unit of output—with transport, electricity, and 
similar services, and with mass-produced commodities. Moreover, a 
larger population is likely to contain more inventive talent and more 
men and women of outstanding ability than a smaller one. 

It is not very profitable, however, to speculate on what is the 
“optimum” size of population for any particular country. A large 
increase or decrease in its numbers would in practice take a consider¬ 
able time to achieve. In the meantime, the situation might change. 
The country might discover oil or other minerals, or technical progress 
might show it how to make better use of the resources which it already 
knows it has, or a change in tastes or knowledge (such as the discovery 
of synthetic substitutes) might affect the demand for its exports. We 
can feel certain that countries which are clearly overpopulated would 
have a bigger output per head if their numbers could be reduced, but 
we cannot say what size would maximize their output per head (given 
their hours of work) over the next fifty or a hundred years, nor can we 
be sure whether a country like Australia (with a high proportion of 
foreign trade) would be well advised to aim ^t a substantial increase in 
her numbers. 

In any event, this is by no means entirely an economic question. 
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Some may want a larger population because they wish their nation to 
play a more important part in world affairs or because they want 
enough manpower to defend their country against a potentially 
aggressive neighbour. Others may want a smaller population in order 
to secure more amenities: a quieter countryside, more parks and play¬ 
ing fields, less traffic congestion. 

In Great Britain a Royal Commission on Population was appointed 
in 1944 and reported in 1950. It set up an Economic Committee which 
reached the guarded conclusion that “a smaller population would, as 
such, be on the whole advantageous.” But the Commission itself had 
“no hesitation in concluding that a replacement size of family is desir¬ 
able in Great Britain at the present time.” They reached this con¬ 
clusion because they feared the effect of declining numbers among 
Western peoples on “the prestige and influence of the West” and on 
“the maintenance and extension of Western values, ideas and culture.” 

2 . Migration 

The Royal Commission on Population points out (page 7; that the 
increase in the pK)pulation of Europe (from about 140 million in 1750 to 
about 400 million in 1900) helped “to build up the great system of 
international trade, international investment, and the development of 
non-European territories which was such an essential part of the 
economic history' of the Victorian age. European countries, needing 
food and raw materials for their expanding populations, provided the 
markets without which the rapid development of North America and 
the other ‘new’ countries would not have been worth anybody^’s while. 
Tliey also provided by overseas migration the manpower needed for 
the work of development, and by international investment they' pro¬ 
vided tlie necessary' equipment. Thus they not only built up their own 
highly-developed industrial sy'stem, but also created a new overseas 
world mainly inhabited by people of European descent, with European 
social and political systems and imbued with European culture.” 
In 1750 the population of North America, for example, was little over 
one million. The present population of over 15 million in Canada and 
160 million in the United States are nearly all the descendants of 
immigrants (plus those who are themselves immigrants). The Econo¬ 
mic Committee (page 18) point out that “well over 50 million persons 
migrated from Europe between 1846 and 1932, about 18 million of 
them from the British Isles; roughly two-thirds went to the United 
States, the remainder chiefly to the British Dominions and South 
America. The huge total figure reflects the fact that the annual flow 
of migration was sustained at a high rale for many decades. It was not, 
however, until the age of railways that the movement attained large 
dimensions. Before 1830, the annual migration to the United States 
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was, for most practical purposes, a mere trickle, contributing little to 
the growth of American numbers, and still less to the relief of the 
pressure of numbers in Europe. During the next generation the move¬ 
ment underwent a rapid acceleration which gave it an entirely new 
significance.” 

The migration of the nineteenth century, from the Old World to the 
new, was generally accepted as desirable. It relieved the pressure of 
numbers in Europe and made possible the development of new 
countries which supplied Europe with foodstuffs and materials in 
exchange for her manufactures. 

Even so, the new countries felt they could not remain indifferent to 
the racial origins of their immigrants. The United States and all 
British Dominions limited the immigration of Chinese and Japanese, 
and after the 1914-18 war they limited immigration from Eastern and 
Southern Europe; most of their immigrants had been coming from 
countries such as Italy, Greece, and Poland. These restrictions w'cre 
imposed on social grounds; the new countries wushed to preserve their 
existing “w^ay of life.” Another argument for them is that an ov'er- 
populated country^ should learn to limit its own numbers. Otherwise 
emigration will give it only temporary relief; its natural increase of 
population will soon fill the gaps. And why should its emigrants, with 
their habit of having large families, be permitted to cany the seeds of 
over-population to a country that maintains good standards of living 
largely by exercising moderation in the numbers of its own births ? 

During recent years there have been large movements of refugees, 
after the world war and after the partition of India, but there lias been 
much less voluntary migration than during the years before the 1914 -18 
w^ar. Migration has been limited by restrictions imposed by countries 
of immigration on racial or national grounds. The populations of 
most countries in Western Europe are expanding vcr>^ slowly or not at 
all. And the development of most “new” countries has reached zi stage 
wdiere it is not certain that further immigration would be to their 
advantage. In the w^ords of the Economic Committee (page 19), “as 
the supply of uncleared land available for settlement became exhausted, 
and as life became increasingly industrial and urbanized, the idea that 
it might be desirable to limit the actual rate of immigration began to 
gain ground alike in the United States and in the British Dominions.” 

Migration has economic effects on the migrants themselves, on the 
countries they go to, and on the countries they leave. 

The migrants themselves may be disappointed. For example, during 
the 1930s a number of people who had emigrated from Great Britain 
returned disillusioned. But this was exceptional, due mainly to the 
Great Depression. As a rule, the migrants themselves are better off. 
They can produce more and earn more in the countries to which they 
go; that is why they move. 
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Immigration affects some groups favourably and others unfavour¬ 
ably. It tends to raise real estate values; owners of land and buildings 
gain, while those seeking to buy or rent real estate have to pay more. 
It benefits the employers of the immigrants, including housewives in 
so far as the immigrants enter domestic service, and consumers of their 
products; it may affect adversely those groups of workers with whom 
the immigrants compete. In some countries, immigrants have tended 
in the past to enter occupations which local workers do not find agree¬ 
able (for example, mining in France) or which are relatively badly 
paid, while the workers already there have moved up in the occupa¬ 
tional scale. When this is the general tendency, immigration is seldom 
opposed by the workers of the country, except when unemployment is 
heavy. 

The country of immigration is likely to benefit if the immigrants open 
up new land. Again, there may be unused capacity in the supply of 
services, such as transport or electricity, or of mass-produced articles 
(newspapers, for example); such undertakings will be able to sell more 
(to immigrants) without increasing their fixed capital. Again, immi¬ 
grants may introduce new skills or new products, including better 
cooking. On the other hand, they must somehow be provided with 
housing and other capital which could have been used instead for the 
benefit of the existing population. 

The country of emigration will benefit, at least for a time, by the 
relief from the pressure of numbers. But the emigrants are likely to 
be younger, and to include more males, than the average of the popula¬ 
tion. Emigration is likely, therefore, to increase the proportion of 
dependants, although some of the latter may receive remittances from 
their relatives who have migrated. It may be, too, that on the whole 
the emigrants are more able and enterprising than those who remain; 
they may be just the people whom the country can least afford to lose. 

During the decade 1931-39 there was net immigration into Great 
Britain, averaging 60,000 a year. It may be that immigrants, from 
Ireland and elsewhere, will continue to outnumber emigrants. It 
may be recalled, however, that after the war there was a serious 
shortage of coal in Great Britain and in Western Europe as a whole; 
coal had to be imported from the United States. Arrangements were 
made for some 10,000 Italian workers to come to Great Britain on 
short-term contracts and work in the coal-mines. But these plans 
broke down because the miners did not find the Italians sufficiently 
congenial as comrades in the pits. 


3. Changes in Population 

I shall now leave migration out of account in order to discuss the 
economic effects of a growdng population and of a declining population. 
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The former will contain a relatively large proportion of children and 
the latter a relatively large proportion of old people. The demands for 
different types of goods and services depend partly on the age- 
composition of the population: for example, a high proportion of 
children implies a greater demand for education and for bread, while a 
high proportion of elderly people implies a greater demand for medical 
services. 

A growing population gives more flexibility in making adjustments 
to meet changes in technique or in demand. Boys and girls can enter 
the expanding industries and avoid the contracting ones, whereas in a 
stationary or declining population some industries can expand rapidly 
only by drawing workers away from other industries. The following 
figures, in millions, for Great Britain illustrate this point. 



Year 1881 

Year 1931 

Occupied Population . 

12-7 

194 

Agriculture . 

1-6 

1-2 

Metals, Machinery, etc. 

0-9 

24 


The growth of the working population over these fifty years made it 
easier for expanding industries and occupations, such as “metals, 
machinery', etc.,” to attract more workers. New entrants to the labour 
market went where they were most needed. Relatively few had to leave 
declining industries such as agriculture; as workers in them retired or 
died, they were not replaced in the same numbers by new entrants. 

A growing population makes possible a more rapid application of 
technical progress. New types of plant, machinery, ships, and so forth 
can come into use side by side with the old. With a stationary or 
declining population, it may not pay to scrap assets in good technical 
condition because improved types have been invented; and the latter 
may come into use only gradually, as the former wear out. (The 
question of when it pays to scrap is discussed in Chapter XL) 

Again, a growing population stimulates investment; it provides 
more opportunities for investment, and it reduces the risks. When the 
demand for goods and services in general is increasing, owing to the 
growth of population, the demand for any particular good or service is 
likely to expand, even if it expands less rapidly than was hoped. If 
there is relative over-investment in one line, the owners of the assets 
have only to wait a little and the growth of population will raise demand 
to a remunerative level. 

As a growing population is more favourable both to adjustments and 
to investment, it is likely to be more favourable to employment. 

On the other hand, a growing population requires more houses, 
schools, and capital of all kinds. The resources devoted to providing 
this capital might have been used, if numbers were stationary or 
expanding, to raise the standards of living of the existing population. 
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The opposite conclusions hold good for a declining population. If it 
contains a large proportion of middle-aged and elderly people, who 
are reluctant to change their present occupations or to move to another 
district, it will be less flexible in meeting changed conditions. The 
application of technical progress may be retarded. Opportunities for 
home investment will be less attractive and too little investment com¬ 
bined with too little flexibility may make large-scale unemplo^Tnent 
more likely. 

On the other hand a smaller population means more assets per head, 
although some existing assets may become less suitable, or out of date, 
as time goes on. 

Moreover, for a country that, like Great Britain, relies to a consider¬ 
able extent on foreign trade, there is a presumption in favour of smaller 
numbers. The world demand for her exports will be much the same 
whether her population grows or declines, but a smaller population 
will need less imports and will therefore find it easier to sell the smaller 
volume of exports required to pay for them. 


4. The Population of Great Britain 


I'he population of Great Britain increased as follows— 


Year 


Million 


1801 

1821 

1841 

1861 

1881 

1901 

1921 

1941 

1951 


10-5 

141 

18-5 

231 

297 

370 

42-8 

46-9 

48-8 


It will be noted that the rate of increase slowed down considerably 
after the turn of the century. 

In Victorian times the typical family was large. Of marriages taking 
place around 1860, over 70 per cent had more than three children, the 
most common numbers being five, six, and seven. Nowadays only 
about 20 per cent of marriages have more than three children, and the 
most common numbers are one and two. During the 1870s the annual 
number of births was nearly a million. During the 1930s, despite the 
large increase in population, it was below 700,000. 

There has also been a great reduction in death rates, and this may 
be expected to continue: the number of deaths in the 1930s was slightly 
less than in the 1870s (when it was nearly 600,000 a year) despite an 
increase of nearly 60 per cent in the total population. At the death 
rales of over 100 years ago, out of 1,000 girl babies only 696 
would survive to the age of 15 and only 323 to the age of 65. The 
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corresponding figures for the 1942-44 death rates were 935 surviving 
to 15 and 707 surviving to 65. People are living longer than in the 
past. 

The Victorian population was growing and was relatively youthful. 
In 1891, 45 per cent of the population was under 20 years of age; in 
1947 the corresponding percentage was only 28. As time goes on, the 
number of old people in our population is bound to increase, for they 
have already been born. In 1911 there were 2T million people over 
65; in 1947 there were 5*0 million; in 1977 there will probably be over 
8 million. It may well be desirable to encourage elderly people to work, 
postponing their retirement in accordance with their longer expecta¬ 
tion of life. All pension funds which provide annuities for persons 
over a certain age, including the National Insurance fund for retire¬ 
ment benefits, will be paying out considerably more over the next few 
decades, but the total numbers contributing will remain about the 
same. 

The population of Great Britain is still increasing. For example, in 
1952 the number of births was 764,000 and the number of deaths only 
559,000. It may continue to increase, slowly, for perhaps another 
twenty or thirty years. But the number of births has been unusually 
high over the past few years. This was due to the increase in the number 
of marriages, people marrying earlier than usual, during and after the 
war. There is no definite evidence, so far, that people are prejiared to 
have larger families. If their habits remain the same, there will be a 
substantial fall in the annual number of births, beginning almost at 
once. Over the next decade or so there will be growing pressure on the 
primary schools; after that, the population of school age will fall off 
fairly rapidly. 

The average number of children per family seems to be 2-2; 2-5 for 
manual workers, and 1*7 for non-manual workers. Some children die 
before they reach marriageable age, and others never become parents. 
2-2 is too small a number, about 6 per cent too small, for the present 
population to continue replacing itself indefinitely. Leaving migration 
out of account, unless people have more children than at present, our 
population may begin to decline after another generation or so. 

The Royal Commission considered, as I have mentioned already, 
that on general grounds a reduction in our numbers would be un¬ 
desirable. It therefore recommended increases in family allowances 
(and an increase was given in 1952) and in income-tax reliefs, to 
encourage people to have larger families. 



CHAPTER X 


CAPITAL 

1. The Definition of Capital 

One of the chief factors affecting the volume of output of any com¬ 
munity, however it may be organized, is the amount of capital that it 
possesses. The average worker in the United States or Great Britain 
produces so much more than the average worker in an under-developed 
country largely because he is assisted by so much more capital. The 
marked upward trend of output per head in the Western world over 
the past hundred and fifty years or more has been due largely to tech¬ 
nical progress and the expansion of world trade, but another ver\^ 
important factor has been that capital has increased faster than popu¬ 
lation. How can Great Britain, a small island on the fringe of Western 
Europe, support fifty million people at one of the highest average 
standards of living in the world? Partly because of the skill of her 
technicians and other workers. But we live in the machine age; in 
many fields the machines do the work and need only competent super¬ 
vision. The main reason is her plant and machinery, her railways and 
ships and power stations—in a w'ord, her capital. 

Many illustrations could be given of the great extent to which 
power-driven machinery increases the productivity of labour. I con¬ 
fine myself to one, which will be familiar to all. One driver, with a lorry, 
can transport, say, three tons of goods for, say, thirty miles in one hour. 
It would take one hundred and twenty men, each carrying half a 
hundredweight, to achieve this result with their unaided human efforts, 
and it would take them ten or perhaps twenty hours instead of one. 
But the driver needs a lorry, and petrol, and roads—all these are 
capital. 

To the individual, stocks and shares and his bank deposit and other 
titles to property may all form part of his capital. But not to the 
community. Such pieces of paper are merely evidences of indebtedness; 
whatever A is owed by B, B owes to Ay and for the community as a 
whole (apart from debts owed to it by other countries) such debts 
cancel out. It is “real” capital, physical assets, not pieces of paper, 
which help to produce a larger volume of output. 

What should we include in “capital”; that is to say, in “real” 
capital? Factories, warehouses, offices, shops, and other buildings 
used in industry and trade; plant and machinery and equipment; 
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means of transport and communication. These are sometimes called 
fixed capital. They include publicly-owned property, such as Govern¬ 
ment buildings. We must not forget working capital or circulating capital — 
raw materials, fuel, goods in process of manufacture, stocks held by 
producers or traders. Working capital is needed just as much as fixed 
capital in order to carr>^ out the task of providing people with the goods 
and services they want. 

What about land? I discussed this question in Chapter VII, Section 
2. Investment in improving the productivity of land is just as important 
as investment in machiner^q and it would puzzle a railway company 
or a dock company to separate its land from its other physical assets. 
For some problems, for example problems connected with site values 
or taxation, we may try to treat land as separate from other assets, but 
for other purposes we may just as well include it in capital. 

What about consumers’ goods in the hands of consumers? The 
argument for excluding them from the concept of capital is presumably 
that they will make no contribution to output; that they arc the output, 
and that the process of production, so far as they are concerned, is 
completed. But this is not really true. Consider, for example, a 
dwelling-house. The house goes on contributing to output throughout 
its life, for as long as it is used. It provides the service of housing; it 
gives accommodation, shelter, warmth, shade, and all the other 
amenities of housing. The more houses a community has, the more 
fully will it be able to satisfy its wants for housing over the future. 
What matters is the number and size and quality of its houses; they 
provide just the same housing whether they happen to be owned by a 
real estate company, w’hich rents them and counts them as its business 
capital, or whether they happen to be owned by the people who live 
in them. Why not, therefore, include all houses in the capital of the 
community? The same reasoning applies to other more or less durable 
consumers’ goods such as motor-cars, yachts, television sets, furniture, 
refrigerators, even clothes. They all yield their services over the whole 
of their lives, until they are scrapped. For some purposes, notably in 
calculating his business expenses, we may have to class a man’s motor¬ 
car as capital when he uses it for business purposes, but not when he 
uses it for pleasure, but from the standpoint of the community it is 
surely much simpler to class all motor-cars as capital. The same 
argument applies even to stocks of food and other more or less perish¬ 
able goods. Consumers, like factories and shops, hold stocks of such 
goods to avoid the trouble of making very frequent purchases of small 
amounts and as a reserve against possible contingencies. If a country 
is stock-piling food against the danger of war, stocks held in private 
homes are as relevant as stocks held in warehouses; what matters is how 
much food there is in the country as a whole. 

We have, then, five categories of ‘Teal” capital (as distinct from 
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paper titles, which are capital to an individual or a firm) between which 
it may be necessary for some purposes to try to distinguish. They are: 
fixed capital used in industry and trade; circulating capital used in 
industry and trade; land; durable consumers’ goods in the hands of 
consumers; other consumers’ goods in the hands of consumers. I have 
argued that from the standpoint of the community as a whole there is 
no need to draw a line, which in border-line cases would be very 
difficult to draw, between these different categories, and that we can 
include them all in the national capital or, as it is often called, the 
national wealth. We can include them all because they all contribute, 
in one way or another, to future output and the future satisfaction of 
wants. 

A house or a machine produced in 1950 formed part of the national 
output of 1950. From the moment it came into existence, it contributed 
(except for any periods when it was “unemployed”) to current output; 
if it is still being used, it is still contributing to current output; and at 
any moment during its life it forms part of the capital of the country. 
All our present capital (apart from any original gifts of nature) formed 
part of the output of some former years. It is a heritage from the past. 
It is output which has not yet been used up, discarded, consumed. 
The capital formation or investment or saving of a community during any 
year is its output during that year minus its consumption during that 
year. 

I'he capital of a community is all its physical assets or possessions 
measured at a giv^en moment of time. It is a stock, an inventory, a 
fund, in contrast to output or income, which is a flow over time—so 
much per week or per month or per year. 

It is difiicult to make an estimate of national capital or national 
wealtli. On what basis are we to value assets which seldom or never 
change hands, such as a naval dockyard or the roads of the country 
or the physical assets of Imperial Chemical Industries? And the same 
physical assets may become worth much more or much less almost 
overnight owing to some change, such as a change in the prices of their 
products, which increases or reduces their probable future earnings. 

Nevertheless it is of some interest, provided we bear these warnings 
in mind, to make the attempt. Where the direct v^aluation of assets is 
not possible, they can be valued indirectly, if they are private income- 
yielding property, by multiplying the net income which they are 
yielding by a figure representing the number of years’ purchase that a 
buyer might give for them. 

Mr. H. Campion, in his book Public and Private Property in Great 
Britain has made an estimate of the physical assets in Great Britain 
around 1932-34. Any such estimate should relate to a definite date, 
but owing to the difficulty of getting data no definite date is given, and 
each figure is subject to a margin of error. 
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Private C minion 

Land ...... 620 

Farmers’ capital .... 410 

Houses and buildings . . . 4,600 

Railways ...... 760 

Capital of industry, transport, com¬ 
merce, and finance . . . 7,825 

Furniture and movable property . 725 


14,940 

Public 

Land and buildings .... 620 

Other property ..... 1,480 


2,100 


This estimate illustrates the practical difficulty of separating land 
from capital. The item “farmers’ capital” includes land and farm 
buildings, as well as agricultural machinery and livestock; the item 
“houses and buildings” (which is largely dwelling-houses) includes the 
land on which they are built; and the land and buildings of some 
undertakings (for example, mines and railways) are included under 
other headings and not under “land” or “houses and buildings.” 

We should add probably well over 1,000 million for roads and 
armaments, which Mr. Campion excluded because there was no good 
method of valuing them. 

This gives us a total of over 18 milliard for physical assets, including 
land, in Great Britain around 1932-'34. Despite physical destruction 
of buildings, ships, and other property during the war (valued at over 
^2 milliard) the “real” capital in Great Britain is now somewhat 
greater than it was then and, owing to the increase in the prices of 
assets, which on the average have more than doubled, the money value 
today is probably well over ^'40 milliard. 

Since 1932-34, railways and mines and other undertakings have 
been nationalized. Today publicly-owned property may amount to as 
much as 20 per cent of the total. 

We should take account also of capital owned overseas by the British 
Government and by residents of Great Britain, and of debts due by 
Great Britain to other countries. In these respects, the war greatly 
worsened the position of Great Britain. Before the war, she had over¬ 
seas investments of over milliard. In order to pay for the goods 
and services she needed from the United States (before “lend-lease” 
was introduced) and elsewhere, she had to sell a quarter of these 
investments. She also had to borrow over £3 milliard; most of this is 
now represented by the “sterling balances” owned by India and other 
countries. From a leading “creditor nation” she has become almost, 
but not quite, a “debtor nation.” 



CAPITAL 


I4I 


2. Capital Formation 

The amount which a community adds to its capital during a period is 
known as the amount of its investment or capital formation during that 
period. 

Any community, however organized, will have some capital; and 
the more it has, the greater will be the volume of its output. This 
applies equally to a “capitalist” country, such as Great Britain, and to 
a “non-capitalist” country, such as Soviet Russia. The distinction 
between the two types of social organization rests on the ownership 
and control of capital, and not on the part which it plays in produc¬ 
tion. 

The kernel of Keynes’s theory is that decisions to save and decisions 
to invest are made largely by different people and for different reasons. 
If people try to save more than is being spent on new investment, 
there will be a fall in aggregate money spending which is likely to 
cause unemployment. If people are spending more (with the aid of 
bank credit) on new investment than the amount of planned saving, 
there will be a rise in aggregate money spending which is likely to 
cause inflation. 

This disharmony, however, can arise only under capitalism. I 
therefore reserve it for discussion later. When decisions to save and 
decisions to invest are one and the same decisions, made by the same 
people, there can be no such problem. In order, therefore, to bring 
out some general points, which apply to any community, about the 
formation and maintenance and consumption of capital, let us con¬ 
sider a small community which takes group decisions. 

Suppose they want more fish and they know that if they had more 
boats they could catch more fish. How can they get more boats? 

Of course somebody might give them more boats (for example, under 
the United States Foreign Operations Administration or under the 
Colombo Plan) or somebody might lend them the money to buy 
boats, or they might export some of their output and import boats in 
exchange. But these “solutions” only pass the problem on to some¬ 
body else or, by introducing foreign trade, push it one stage further 
back. So let us suppose they are isolated, on an island. 

Isolated, they can get more boats only by building them. Capital 
formation for them means constructing the capital goods they need. 
Nobody else can do it for them. Nor will “saving” or “abstinence” or 
“waiting,” as such, give them the boats. If they want the boats they 
must build them, and that is that. 

But what arrangements can they make to build themselves more 
boats? 

If they felt like it, they could simply work longer hours, devoting 
the extra time to boat-building. This would mean a sacrifice of their 
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leisure. If they did not wish, for the time being, to give up some of 
their leisure, only three broad courses would be open to them. 

The first course would be to store some of the food, clothing, and 
other consumers’ goods which they produce. Suppose that after 
eleven months they had stored enough to provide them with supplies 
for a further month. During that month they could all set to work to 
produce boats instead of consumers’ goods. 

The second course would be for them all to devote part of each 
working day to the production of boats. If, for example, they worked 
twelve hours a day and devoted one of these twelve hours to building 
boats, they would have as many boats at the end of a year as under 
the first plan. 

The third course would be to arrange for some of their number, say 
one-twelfth, to work only at boat-building, the others supplying them 
from day to day with consumers’ goods. This plan is the one which 
corresponds to actual practice. It has the advantage of enabling some 
men to specialize in the art of boat-building, and it avoids the necessity 
of keeping large stores of food. 

Under any of these courses, the community, for the time being, 
would produce and consume fewer consumers* goods than before. 
Labour, and other factors of production, which might have been 
employed in the direct production of consumers’ goods would be 
employed instead in producing boats. This labour has, as its ultimate 
object, an increase in the output of fish. It does not achieve this object 
until a considerable time has elapsed. In the first place, it takes time 
to build a boat. In the second place, the boat lasts for some time. 
Thus the fruits of the labour employed in building a boat arc the 
increased supplies of fish obtained, owing to the use of the boat, during 
the life of the boat. The average length of time between the “input” 
of this labour and its final “output” may be considerable. Clearly the 
part played by capital derives its importance from the fact that 
production takes time. If consumers’ goods were all produced instan¬ 
taneously, without any preliminary work in producing instruments of 
production, raw materials, and so on, and if no consumption goods 
were durable, like houses, there would be no possibility of increasing 
output by adopting methods of production that involve the use of 
more capital. 

In the last resort, all capital may be regarded as the product of 
labour and land. I include land because at any rate the raw 
materials—the wood, in the case of a boat—probably require land for 
their production. Tools, themselves capital, may be used to produce 
capital goods, but the tools themselves are the product of labour and 
land. But to increase the amount of capital—in the sense of the stock 
of goods in existence—requires what is usually called “waiting.” It 
involves a renunciation, for the time being, of consumption. Some 
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people consume less than they could in order that capital may be 
produced. 

The incentive to “wait,” in this sense, is that output can be increased 
by the use of more “capitalistic” or “roundabout” methods of pro¬ 
duction: that is, of methods involving the use of more capital. Of 
course, not all roundabout methods are more productive than direct 
methods, but people choose only those which are. If, for example, 
the boats built by our imaginary community were to take a year to 
build and were to last for five years, a considerably greater output of 
fish might be obtained over those six years by constructing and using 
the boats than by using the same factors of production to catch fish 
without the aid of boats. 


3. Maintaining Capital Intact 

Suppose that the boats of our hypothetical community have a life of 
five years, after which tlicy are of no use. If our community, having 
obtained the boats, made no provision for replacing them, at the end 
of five years they would Ijc hack where they l3egan, boatless, and would 
have to begin the cycle ail over again if they still thought that the extra 
fish were worth the rccj[uisite amount of “waiting.” But if they wished 
to maintain a constant output of fish, they would make provision, 
during tliese five years, for replacing the boats by new ones immedi¬ 
ately they had worn out. Instead of using all the available labour, 
and other factors, during those five years, to produce consumers’ goods, 
they would employ some in boat-building, so that they would always 
have the same number of b uits in good condition, old ones being 
replaced by new ones immediately they wore out. This is termed 
“maintaining capital intact.” 

This concept, howc\ cr, presents dilliculties if applied to a period 
over which there are changes in tastes or technique or external con¬ 
ditions. Suj)posc that all the members of our commur ity changed their 
preferences in favour of meat as against fish. In order to maintain their 
capital intact they would have to divert some factors from the task of 
replacing boats to the task of increasing the equipment required to 
produce meat. Suppose, again, that an improvement in knowledge or 
in e.xternal conditions—say, the discovery of new fishing-grounds or an 
immigration offish—enabled more fish to be caught per man. Capital 
could be maintained intact by maintaining a smaller number of boats, 
yielding the same output offish as before. In general, capital is main¬ 
tained intact if- -given the co-operating factors—the output of con¬ 
sumers’ goods which it helps to produce in any period is regarded by 
consumers as yielding them equivalent satisfaction to that yielded by 
the output of the preceding period. 
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4. Capital Consumption 

Suppose that our community suddenly decided—because, for example, 
it believed that the end of the world was at hand—to cease bothering 
about the future. It could considerably raise its standard of living by 
diverting labour and other factors away from making repairs and 
renewals and replacements of existing capital, and towards more direct 
methods of producing consumers’ goods. Of course, this higher 
standard of living could not be maintained for long. Worn-out plant 
and equipment would not be replaced, buildings would not be kept in 
good repair, stocks of goods held in reserve would diminish, and the 
growing shortage of capital would reduce the output of consumers’ 
goods. The community would be constrained to return to more and 
more primitive methods of production, and, if it persisted in consuming 
its capital, it would be reduced in the end to an extremely low standard 
of living. But in the short run it could increase its outp^ut of con¬ 
sumers’ goods, and therefore its standard of living, by employing more 
of its factors on the direct production of consumers’ goods (with the 
aid of existing capital, as long as it lasted) instead of maintaining or 
increasing its capital. This process is known as capital consumption. 
During a war, a country may be constrained to consume some of its 
capital by diverting factors from such occupations as erecting and 
repairing buildings lo the more urgent task of trying to win the war. 
It has been estimated that during the last war such “under-main¬ 
tenance” of capital in Great Britain amounted to some milliard. 

Apart from any deliberate decision to consume capital, some assets 
may be destroyed or damaged by forces such as earthquakes, storms, 
fires, and floods, or by enemy action during a war. The ordinar}^ 
operations of mining involve a depletion of capital. The country is the 
poorer by the minerals that have been taken out of in earth. This is a 
problem which worries South Africa: what will she do w4icn the gold¬ 
mines which provide her with a substantial part of her income have 
been worked out? 

The net investment, or capital formation, which took place within 
the borders of a country over a period, is measured by the value of all 
the physical assets, including land, witliin the country at the end of the 
period, minus their value at the beginning of the period. (If we wish 
to measure the net investment of the residents of a country, we must 
include also changes in the amount of their foreign investment or 
foreign indebtedness.) This measure covers all that has taken place 
during the period by way of gross capital formation, depreciation, 
under-maintenance, and consumption (or loss) of capital. But it 
should be corrected—how, and to what extent, is a problem which 
economists and accountants are still discussing—if there have been 
significant changes in the price level of assets over the period. 
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5. Conclusions 

Before setting out or repeating conclusions about capital I must add 
some further observations in order to make the framework of the 
discussion more realistic. 

The modern world is much more complex than our imaginary 
island. Most goods are produced, at any rate in Western countries, 
by highly capitalistic methods. The great bulk of all the goods existing 
at any given moment are producers’ goods and not consumers’ goods. 
By far the greater part of the productive activity which is going on at 
any time will not come to final fruition for months or even years. 
For example, cotton goods are in part the final product of the labour 
employed in mining the coal to smelt the iron which made the spindles 
and so on. 

I took as an illustration the building of boats to catch more fish. 
Of course there are many different consumers* goods; the community 
must somehow decide how far it wishes to increase the output of some 
of them rather than of others. In this context “goods” include services, 
such as housing and education. 

The application of more capitalistic methods to the production of 
fish need not involve a corresponding increase in the output of fish. 
Factors of production formerly employed in producing fish can be set 
free for other tasks; less labour and other resources, employed in a 
more capitalistic way, can produce the same output of fish as before. 
The same applies, of course, to any other good. 

Further, the state of technical knowledge often permits a choice 
between a whole range of merhods oi producing any given commodity 
or service. One method is more capitalistic and more productive than 
another, a third is still more capitalistic and still more productive, and 
so on. It is not just a question of boats or no boats, for example; 
boats may be made more or less durable, or may be equipped wath 
motors. 

Another point is that the work of maintaining capital intact includes 
repairs and replacements of parts. Readers may recall the .\merican 
story of the wonderful onc-hoss shay. It is always some particular part 
that gives way first, said the owner. I will take care that this does not 
happen with this shay. Every part will be perfect. And the shay con¬ 
tinued in perfect condition, without any repairs, year after year until 
one fine day it collapsed, every part of it, all at once, and disintegrated 
into dust. I avSsumed for simplicity that something like that happened 
to the boats on our imaginary island. In fact, ot course, most capital 
assets need frequent repairs—the older they get, the more repairs they 
need, until the question arises (even if no better types have been 
invented) whether it would not pay to scrap them and replace them 
bv new ones. 
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A modern country specializes on certain goods for export. Hence we 
cannot measure the amount of its gross capital formation, as we could 
if it were isolated, by the amount of capital goods which it produces. 
For example. Great Britain exports engineering products in exchange 
for food, and the countries which supply the food do the opposite, 
acquiring capital goods (such as engineering products) in exchange for 
consumers’ goods (such as food). It will be remembered, too, that 
from the standpoint of the citizens of a country we must take account 
of their foreign investment or indebtedness as well as of the investment 
within the borders of the country itself. 

I can now set out five conclusions. 

The first conclusion is that capital augments the future output of 
consumers’ goods and services, thereby enabling a community to satisfy 
its wants more fully. This is clear enough for consumers’ capital, such 
as houses and furniture, which contribute directly to the satisfaction of 
wants. The contribution of capital assets such as machinery is 
indirect. People want the consumers’ goods which the machines (or 
their products) help to produce, and not the machines for their own 
sake; but the more of such capital they have, the more consumers’ goods 
they can produce. We should not forget to include stocks of goods in 
“capital.” These stocks are a necessary clement in the productive 
process. They must be carried mainly because of unforeseen con¬ 
tingencies. For example, a manufacturer may receive an unexpected 
rush order, and therefore carries stocks of his finished product. He 
may not be able to secure all the raw materials he wants every day, 
and therefore carries a stock of them. These stocks form part of his 
capital. Again, production takes time; assets such as houses or ships 
under construction should not be omitted when making an inventory 
of the capital of the community at any moment. Nor should what is 
sometimes called social capital, such as schools and hospitals. 

The second conclusion is that capital formation involves “w^aiting” : 
a sacrifice, by somebody, of consumers’ goods that could have been 
produced instead. 

The third conclusion, or rather definition, is that net investment over 
a period is measured by the value of all assets at the end of the period, 
less the value of all assets at the beginning of the period. 

The qualifications to the second and third conclusions were given 
earlier. 

The fourth conclusion is that somehow or other a community must 
choose the content of its capital formation. It cannot have all the extra 
capital it would like. Much of its labour and other resources must be 
employed in maintaining a flow of consumers’ goods to provide certain 
minimum standards of living and only a part can be spared to con¬ 
struct new assets (or to produce exports to be exchanged for new 
assets). What forms should its new investment take? Irrigation 
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schemes, electricity projects, new factories, new houses, new schools, 
new hospitals? It cannot have everything; which shall it choose? 

In any country the choice of how much to invest in “social capital” 
is made mainly by the Government. In other fields the choice is 
determined largely by the rate of interest; even under central planning, 
with no private income from property, a notional rate of interest would 
be needed in order to help the planning authority to decide to which 
project to give priority. I will discuss this later, when we come to the 
subject of the rate of interest. 

Finally, we should remember that there are other methods of making 
provision for the future, apart from increasing the stock of capital. 
Factors of production can be used to increase the productive capacities 
of human beings, by educating and training them or by improving 
their health and physique. Further, factors of production can be 
devoted to promoting the progress of technical knowledge; for example, 
by means of research. These two methods are alternatives to increasing 
capital, and they, too, involve “waiting.” 



CHAPTER XI 


TECHNICAL PROGRESS 

1. The Industrial Revolution and After 

The past two hundred years, and especially the past two or three 
generations, have witnessed a striking and quite unprecedented 
expansion of economic activity. The preceding five chapters have 
discussed some of the forces behind this expansion: the development of 
specialization, especially as a result of improvements in transport, 
which widened the extent of the market and made economics of large- 
scale production possible; the growth of capital; and the part played 
by changes in population. One very important force, however, has not 
yet been explicitly discussed. It is the march of science and inv’ention, 
and the application of technical progress in engineering, agriculture, 
and indeed every field of economic activity. 

The population of the world has increased from less than 750 million 
in 1750 to about 1,600 million in 1900, and over 2,500 million today. 
Great cities have arisen, continents have been opened up by road and 
rail, power-driven machinery has enormously expanded both the range 
and the volume of output. Although the growth of capital and of 
specialization played an essential part in this vast expansion, it was 
made possible only by the continuous growth of technical knowledge. 

Whether an increase in population, without any improvement in 
standards of living, should be termed economic progress is a matter of 
opinion. In fact, the growth of population has been accompanied in 
Western countries by a marked upward trend in standards of living. 

It is not possible to measure the extent of this improvement, partly 
because there are no reliable statistics for the earlier years and partly 
because there have been such big changes in the kinds of goods and 
services consumed. But contemporary accounts show plainly that even 
a hundred years ago many British families, and especially those of farm 
labourers, lived in great poverty, being at times on the verge of starv’^a- 
tion. There is no doubt that the present-day worker enjoys a far higher 
standard of food, housing, and clothing, and far greater facilities for 
medical treatment, instruction, travel, and amusement. Since 1880 
real wages in Great Britain have at least doubled. 

We can measure the fall in death rates. In the first half of the 
nineteenth century about a quarter of all babies born in Great Britain 
used to die before they reached the age of five. Today the corres- 
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ponding proportion is about five per cent, and the expectation of life 
for all age-groups has been considerably lengthened. 

We can measure also the length of the working week, British factory 
and building workers worked for over sixty hours a week less than a 
hundred years ago; in 1913 most of them worked for fifty-four hours; 
today they work for forty-eight or less, the average being about 46 
(for all workers). 

A number of important inventions, including the steam-engine and 
the ‘‘spinning jenny,” were made and applied to industry during the 
latter half of the eighteenth century in Great Britain. The modern era 
of industrialization had its beginnings in this “industrial revolution.” 
It should be noted, however, that technical progress in agriculture was 
essential for any great expansion of manufacturing and other non- 
agricultural activities; that industrialization was slow in getting under 
way and is still confined mainly to Western countries; and that technical 
progress and economic development are very live forces today: the 
industrial revolution is still going on. 

Nothing approaching industrialization on the modern scale could 
have taken place without improvements in the technique of agriculture. 
The basic need of mankind is food. So long as one man’s labour on the 
land provided food for little more than one family, the great majority 
of the population had to be engaged in agriculture—as they still are, 
in most under-developed countries. They could not be spared for other 
occupations; the most urgent want, the want for a certain minimum 
amount of food, had to be satisfied first. 

In Great Britain, many important improvements in the art of 
agriculture paved the way f >r the industrial revolution. The old open- 
field system was swept away, the rotation of crops was introduced, 
new' methods of breeding and feeding livestock greatly raised output. 
It is true that the transition of Great Britain from a mainly agricultural 
to a mainly industrial country did not take place until the railway age 
provided her with cheap food from overseas. Put in the overseas 
countries themselves continuous improvements in agriculture have 
enabled one man to produce enough for several families. Only a small 
proportion of the people of the United States are engaged in farming 
and nearly half the people of Australia live in the six capital cities. 
The development of agricultural machinery, which greatly raises 
output per worker provided there is enough land per worker, has been 
especially important over the past thirty years; today British agri¬ 
culture and agriculture in the “new” countries is fairly fully mechanized. 

The pace of the industrial revolution was at first very slow. James 
Watt invented his steam-engine in 1776 and the rotary movement, 
which enabled machinery of all kinds to be driven by steam, in 1783, 
but in 1800 there were only 289 steam-engines in the whole of England. 
Except in the cotton industry, factory production did not become at 
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all general until about 1840 or 1850 in Great Britain, and later still in 
other countries. 

The industrial revolution is often said to have been based on coal 
and iron. A few figures will show how slow the rate of progress was at 
first, compared with modern times. The world output of coal rose from 
a mere 12 million tons in 1800 to 45 million in 1840, 500 million in 
1890, and 1,200 million in 1913. But coal is no longer a good indicator; 
oil and electricity (generated, increasingly, from water power) have 
partly taken its place. The world output of crude petroleum has 
increased from 50 million tons in 1913 to about 500 million tons today. 
The world output of electrical energy has trebled over the past twenty 
years and is now about a billion (a million million) kilowatt-hours a 
year. The world output of pig-iron increased from less than 200,000 
tons in 1800 to some 10 million in 1870 and 40 million in 1900. Steel 
is now a better indicator. Owing to the greater use of scrap as a sub¬ 
stitute for pig-iron, the world output of steel began to exceed that of 
pig-iron soon after 1900 and is today around 200 million tons a 
year. 

Why did industrialization get under way so slowly? In general, 
because the widespread application of new inventions and other 
advances in technical knowledge required the movement of workers, 
mainly towards the coalfields, the training of workers in new skills and 
new methods, the saving and investment of capital, and the expansion 
of markets. All this took time. 

In a number of countries most workers were bound to the soil, under 
some form of serfdom, until the nineteenth century was well advanced. 
In Great Britain they were free to move, but many were reluctant to 
migrate to the north of England (for the bulk of the population was in 
the south) and enter the factories. In the early years, Irish immigrants 
formed a considerable proportion of the factory hands. 

Workers had to be trained, especially to make, repair, and use the 
new machines. The early steam-engines and machines were made 
largely by hand. They were very defective and were often breaking 
down. It was not until after about 1825 that important inventions of 
machine tools began to revolutionize the machine-making industr>% 
enabling accurate and reliable machines to be turned out in large 
numbers. 

Standards of living were so low that there was not much margin for 
saving. And in most countries there were obstacles, more or less 
formidable, to the investment of capital. These took the form of laws 
and regulations imposed in what were thought to be the national 
interests or, in some instances, in order to provide monopoly profits for 
the rulers and their friends. 

The full utilization of improved technique in one field often had to 
await improvements in other fields. Decades passed before the power 
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loom enabled the output of cloth to keep pace with the potential 
increase in yarn production due to improvements in carding and spin¬ 
ning, and still more decades passed before comparable improvements 
were made in the finishing processes. Moreover, the growth of 
machinery was partly dependent on the progress of technique in coal¬ 
mining and in smelting and working iron. 

Perhaps the most important obstacle of all was the high cost of 
transport. In the eighteenth century only quite valuable commodities 
were worth moving any great distance, especially by land. Improve¬ 
ments were made by Macadam and others in the roads, canals were 
built, and rivers were made more navigable, but the really big change 
came with the building of railways. The Stockton and Darlington 
railway, the first public railway to use steam locomotion and carry 
passengers, was opened in 1825, but the nineteenth century was half 
over before Great Britain had a network of railway lines covering most 
of her area, and in other leading countries this development came still 
later. The spread of railways, and continuous improvements in the 
technique of shipbuilding, created a world market towards the close of 
the nineteenth century. 

The growth of trade, and therefore of specialization and large-scale 
production, was also helped by the general movement towards free 
trade. Many of the tariffs and tolls which had impeded the movement 
of goods, and had acted in effect as additional costs of transport, were 
removed or reduced. 

Today there is a great contrast between Western countries, such as 
Great Britain and the United States, and under-developed countries, 
such as India and China. ^ he latter have much lower standards of 
living than the former; their death rates, especially among babies and 
young children, are high; and their populations are engaged mainly 
in agriculture. In many ways they resemble Great Britain before the 
industrial revolution. In order to industrialize themselves they need a 
great deal of capital, and their workers must be trained. They have 
the advantages, over pre-industrial Great Britain, of access to the 
technical knowledge of the West and of a world market. On the other 
hand, many of them are overpopulated. 

Of course, technical progress did not suddenly stop about 1800. On 
the contrary, it has continued with growing strength. We have 
harnessed new sources of power: the internal combustion engine, 
electrical energy, and tomorrow, maybe, the forces in the atom. We 
have opened up the world with railways, ships, motor vehicles, and 
aeroplanes; we have provided rapid means of communication by 
telegraph, telephone, and radio. Scientists, engineers, and others have 
made countless improvements in every field of economic activity. 
Large new industries have come into being during the present century, 
with the development of products such as the motor vehicle, petroleum. 
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rubber, the film, the aeroplane, radio, artificial silk, plastics, and 
synthetic chemicals and drugs. 

We should not think of technical progress as applying only to 
agriculture and manufacturing and transport. Inventions in other 
spheres are also important. For example, the use of cheques, the device 
of limited liability, and improvements in cost accounting have all 
assisted the expansion of industry and trade. Again, the continuous 
growth of medical knowledge has considerably increased the efficiency 
of the working population. 

Today more persons than ever before, mostly employed by large 
firms or Governments, are engaged in every type of research. Every 
year many thousands of inventions are made and applied throughout 
the various fields of economic activity. Any particular invention, taken 
by itself, may seem of minor importance, but taken together they 
continuously transform and improve methods of production or bring 
new products on to the market. In the late 1920s the United States 
had a national product so large that it was a main subject of current 
economic discussion. Today her national product is more than twice 
as large in volume as it was then, due mainly to technical progress, 
although partly to the growth of capital. Nearly every year, owing 
mainly to technical progress, output per worker in Western countries 
increases by some two per cent or more. 

There are many threats to economic progress. A war on the modern 
scale would be a disaster. Slumps may bring heavy unemployment. 
Some countries may find it difficult to cope with their growing popu¬ 
lations. The tendency for organized groups of workers, including 
farmers, to demand money incomes increasing at a rate greater than 
their productivity may give rise to continuous inflation. The forces 
of economic nationalism may impose increasing barriers to world trade. 
But there is one powerful force working constantly towards a greater 
output per head and ever-rising standards of living. It is the march of 
science and invention; in technical progress lies the economic hope of 
mankind. 


2. Technical Progress and Unemployment 

The industrial revolution was largely the substitution of machinery^ 
for labour. Tasks which used to be performed by hand, with the aid of 
simple tools or machines, were performed instead by more elaborate 
machines. And this process of replacing labour by machinery, or other 
forms of capital, has continued and is still going on. Agricultural 
machinery enables a crop to be harvested with far fewer workers. 
Mechanical devices for loading and unloading ships greatly reduce the 
number of dock workers needed for each ton of cargo. An excavator 
can scoop out half a ton of earth at a time and dump it sixty feet away, 
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thus replacing some forty labourers equipped with shovels. Calculating 
machines and other office machinery enable a much smaller staff of 
clerks and book-keepers to do the same work as before. We constantly 
read news items such as this (from the Economist^ 23rd May, 1953, 
page 514): 

“The Ford Motor Company has just opened in Cleveland what is 
described as the first automatic factory in the automotive industry, 
where, it is claimed, electronic devices enable 250 men to turn out 
twice as many engines as 2,500 men could make in a factory of the 
older type.” 

There is clearly a danger that any such change will throw some 
workers out of employment. In the early years of the nineteenth 
century in Great Britain, the Luddites rioted and destroyed machinery 
for this reason, and since then workers in various countries have at 
times opposed the introduction of labour-saving devices for fear that 
they would lose their jobs. 

Not all inventions, by any means, are labour-saving. Many of them 
increase the efficiency of plant and equipment, so that less capital is 
needed for a given output; they are capital-saving inventions. But 
they too may cause unemployment. For example, improvements in 
the construction of boilers have reduced the amount of coal required 
for a boiler; they might have caused unemployment among coal¬ 
miners. Again, recent developments in the electrolytic process have 
enabled tin-plate to be made with only about half the former coating 
of tin; they might have thrown tin-miners and tin-plate workers out of 
work. In the same way, higher-yielding varieties of crops or livestock 
mean that less labour is needed for a given output, and may therefore 
cause unemployment. 

In fact, however, there have been very few instances of severe and 
prolonged unemployment due to technical progress. The growth of 
industrialization has been accompanied, on the whole, by a continuous 
growth in total employment. For example, today the working popu¬ 
lation of Great Britain is twenty-three million, as compared with 
perhaps five million in 1800, yet we have fairly full employment. Some 
writers argued that the heavy unemployment of the 1930s in the United 
States was due largely to technical progress. Thev called it “techno¬ 
logical unemployment” and said that it was due to the drying-up of 
investment opportunities. But since the war the volume of employ¬ 
ment in the United States has been greater than ever before. It is 
obvious that there are plenty of investment opportunities in the United 
States, let alone in the rest of the world; and nowadays the unemploy¬ 
ment of the 1930s is generally attributed to causes other than technical 
progress. 

In some industries technical progress has increased total employ¬ 
ment. It has reduced costs and the prices of the products; far more of 
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the products have been demanded than before; employment has 
increased in the industries themselves. A conspicuous illustration of 
this is the motor-car industry, which now employs far more workers 
than it did before the conveyer-belt and mass production brought 
down the prices of cars. Labour-saving devices have been especially 
numerous and important in the engineering industries, yet in Great 
Britain employment in the engineering industries has expanded, and 
is still expanding, at a faster rate than the total working population. 
The transport industries have progressively substituted capital for 
labour, yet today they employ many times more workers than in the 
days of the stage-coach, the sailing ship, and the canal barge. The 
lower charges for transport made possible by continuous technical 
progress have greatly increased the demand for it. 

Very often, however, total employment in an industry is reduced, 
at any rate for a time, by greater mechanization or other technical 
improvements. Some workers are thrown out of employment for the 
moment. But there is no fundamental reason why they should not find 
work elsewhere. It is utterly wrong to suppose that there is only a 
fixed amount of work to go round, and that if machines do more of it, 
there is less to be done by labour. Fewer workers are needed, owing to 
technical progress, for a given output. But the total output required 
is by no means “given”; on the contrary, it is far greater than is likely 
to be attained in the foreseeable future, if ever. For the wants of man¬ 
kind are practically unlimited. Even in a wealthy country', such as the 
United States, there is much poverty. We could nearly all consume far 
more than we do; maybe not larger quantities of food, but more 
expensive kinds of food, more and better clothes, better housing. As 
real incomes increase, there is a tendency to spend more of them on 
manufactures and then on services of all kinds, including medical 
services, education, travel, and sport and amusement. If people spend 
a smaller total sum on one product, because technical progress has 
reduced its price or has shown them how to make less of it go further, 
they will have more money to spend on other products, including the 
new ones which are constantly appearing on the market. 

The problem of avoiding “technological unemployment” is partly a 
problem of maintaining the total flow of spending, including expendi¬ 
ture on new investment. If a considerable number of workers arc 
dismissed, they will have less to spend, and unless total monetary 
demand is maintained their reduced spending may start a cumulative 
increase in unemployment. The problem is also partly one of the 
mobility of labour. The workers who are thrown out of employment 
may have to change their occupations, as well as their industries, and 
perhaps to move to another district, in order to find new jobs. These 
adjustments will be easier to make when the total population is growing 
fairly fast than when it is nearly stationary or declining. 
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Whether technical progress should be rejected because it may be 
accompanied by unemployment is a matter of opinion. My own view 
is that we should take the fullest advantage of technical progress, 
which may double output per head in the course of one or two genera¬ 
tions, while making every effort to maintain employment. For a 
country which relies, as Great Britain does, on international trade, 
there is virtually no choice. She must keep in the forefront of technical 
progress or she will not be able to sell her exports. Her unemployment 
is likely to increase, rather than to diminish, if she fails to adopt 
improved methods of production. 


3. Technical Progress and Obsolescence 

Inv^entions often show how an improved type of machine, or other 
asset, can perform the same task more efficiently and therefore more 
cheaply. This reduces the value of existing assets of the old type. 
They earn less than before because the improved types can produce 
more cheaply, and the prices of the products therefore tend to fall. 

All technical progress causes some loss to somebody. Ardficial 
fertilizers reduced the earnings of the nitrate mines of Chile, nylon 
adversely affected the silk industry^ improvements in road transport 
tend to reduce the earnings of railways, television hits the cinemas. 
That is no reason for refusing to adopt improved methods or products. 
The object of economic activity is not to maintain the incomes of the 
present owners of assets, even if those owners happen to be Govern¬ 
ments, but to satisfy the wants of the people as fully as possible. 

The problem for a community is how to make the best use of its 
labour and other resources. If constructing and using a new type of 
asset will give a larger output than any alternative course, why not 
construct it and use it? It may reduce the earnings of some existing 
assets, as the railways reduced the earnings of canals in Great Britain, 
but what of it? What the existing assets cost to constiuct is a “bygone” 
which does not affect the argument in the least. The problem is 
entirely a forward-looking problem: given the resources of the com¬ 
munity, including the existing assets, what are the most fruitful forms 
for new investment to take? 

Under a system of free enterprise, A will not be deterred from 
installing and using improved types of machines because he will 
thereby reduce the income of By who owns machines of the old type. 
But B is then faced with the problem of what to do. Should he go on 
using his present machines as long as they will last? Should he scrap 
them at once and replace them by the improved types? And a central 
planning committee, controlling all new investment, is constantly 
confronted with this type of question. 

I have found that students of economics, beginners, are divided in 
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their views. Some are all in favour of scrapping everything that might 
be considered obsolete. “We must modernize our industries,” they 
say. “We must adopt the most up-to-date and efficient techniques. 
Just look at the date on that engine! Eighteen eighty something! 
What is this? A museum? It should have been scrapped long ago. 
Away with it!” Others are more conservative. “If an asset is working 
well, surely it would be wasteful to scrap it! Why discard something 
which is giving good service just because something a little better has 
been invented? We have not the capital, not by a long chalk, to 
modernize everything. Why not introduce improved types gradually 
and still go on using the old, until they wear out?” 

There is a precise answer to this type of problem.^ It is this. An 
asset should be scrapped and replaced by an improved type provided 
that two conditions are fulfilled. The first condition is that the total 
cost of production (excluding interest on the capital invested) with the 
improved type should be less than the prime cost (the running cost, 
or operating cost, excluding depreciation and other capital charges) 
with the existing asset. The second condition is that the rate of return on 
the capital invested in the improved type should be at least as high 
as could be obtained by making some alternative investment. 

Let us take a simplified example, using “labour” to stand for factors 
of production of all types. Suppose that the asset is a machine in 
perfect working condition and that its scrap value is nil. Suppose that 
it can produce its output (including current repairs but no reserves 
against depreciation) with 2,000 labour units a year. An improved 
type is invented which could produce the same output with 1,000 
labour units a year. Should it be constructed to replace the present 
one? 

We cannot answer this question without knowing how much the 
improved type will cost to construct and how much must be set aside 
as a depreciation reserve to replace it when it is worn out. Suppose it 
costs 5,000 labour units to construct and that 500 units a year are 
needed for depreciation. 

Our first condition is fulfilled. The total costs of the improved type, 
1,500 units a year, are less than the prime costs, 2,000 units a year, 
of the present asset. In other words, 6,000 labour units could operate 
and provide for replacement of four new-type machines, whereas the 
same number of labour units, 6,000, are needed merely to operate 
three old-type machines. Therefore it appears wasteful to use labour 
on the latter. It appears better to scrap them and get a third more 
output from the same labour by constructing and using machines of 
the improved type. 

But this is not conclusive. What about our second condition? Only 
a limited amount of capital is available for investment. How can it 
^ Compare Chapter VII, Section 6. 
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best be used? The improved type of machine shows a saving, as com¬ 
pared with present methods, of 500 a year on an outlay of 5,000—a 
return of 10 per cent on the capital invested. Are there other invest¬ 
ments which would yield a return of more than 10 per cent? If so, 
they should be given preference—the best is the enemy of the good. 
If not, then our second condition also is fulfilled. The existing machines 
should be scrapped and replaced forthwith by machines of the 
improved type. 

It seldom happens in practice that an improved type of asset is so 
much more efficient that it pays to scrap all the old types forthwith and 
replace them with the new t>^es. Under private enterprise, the course 
of events may be something like this. Some firms will install some of the 
new types at once. They will take account of the probability that, 
owing to increased output (new types and old existing side by side, 
although maybe under different ownership), the prices of the products 
may fall. Nevertheless they expect to make at least the current rate of 
profit on their investment, so they go ahead. The prices of the products 
do fall. The owners of the old assets receive a lower return than they 
had expected; nevertheless some return is better than none at all, so 
they continue in business. But as time goes on, some of the old-type 
assets will begin to wear out and will cost more for repairs. A point 
will be reached where they will barely earn enough to cover their 
prime costs. They will then be scrapped, and if they are replaced, they 
will be replaced by assets of the improved type. Hence the new 
invention causes an asset of the old type to be scrapped sooner than it 
otherwise would have been; it makes it obsolescent and finally obsolete. 

A complication is that the improved type may itself be superseded 
by a still better type. This is a point in favour of changing over gradu¬ 
ally. But, of course, if nobody invested in an improved type because 
something still better might come along next year, there would be litde 
progress; changes would be made only when assets had physically worn 
out. In practice, this consideration means that reserves are provided 
against the risk of obsolescence as well as against physical wear-and- 
tear. An investment is made only if it appears likely to yield enough 
profit after taking account of the possibilities of further technical 
progress in that field. 

4. Technical Progress and Planning 

Is technical progress likely to be greater under free enterprise or under 
central planning? This is a question on which opinions are divided. 

On the one hand, it is argued that Governments are inevitably 
lacking in imagination, keeping to the well-tried paths rather than 
venturing into new fields and sponsoring innovations. They are 
reluctant to take risks which may involve them in losses of public money 
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and lead to adverse criticism; and they are reluctant to adopt inven¬ 
tions which, if successful, would adversely affect established industries, 
especially if the latter are owned by the State. Under private enter¬ 
prise, on the contrary, everybody who thinks he has a good idea is free 
to try it out, risking his own capital or the capital of those who can be 
persuaded to support him, in the hope of large profits if he succeeds; 
in this way, new ideas are constantly put to the test and those which 
are worth while prove themselves and are adopted. 

On the other hand, it is argued that under private enterprise the 
“patent” system may give one firm the exclusive right to use a new 
invention for a number of years instead of permitting it to come into 
general use at once, and that monopolies may delay the introduction 
of improved types of assets in order to avoid having to scrap their 
present assets before they wear out. 

Some applications of technical progress may involve the reorganiza¬ 
tion of a whole industry or the planned development of a whole area; 
for example, to carry out a scheme for preventing soil erosion or for 
providing irrigation and drainage. In such cases, it is argued, the 
Government must take the initiative, or nothing effective will be done, 
for in practice a number of different firms or farmers will not be able 
to reach agreement about how much each shall pay, or how much 
each shall benefit, although the proposed scheme may be in the 
common interests of them all. 

A good illustration of the need for Government action is provided 
by the rubber-growing smallholdings of Malaya. Most of the trees on 
these smallholdings are over thirty years old, and their yields are 
falling. Improved types of trees would yield three times as much 
rubber; this difference in yield is so great that it is quite clearly in the 
interests of the smallholders themselves, Malaya, and the world that 
the old trees should be replaced by high-yielding ones. But it takes 
about seven years before a rubber tree begins to yield, and the small¬ 
holders are not willing to destroy their present trees and lose the income 
from them for seven years. This situation cries out for a scheme, or 
rather a number of schemes to suit different districts, to be carried out 
by the Government. So far the smallholders themselves have done 
practically nothing. 

In Great Britain, a good deal of research is sponsored and paid for 
by the Government. Much of the most valuable research is “basic,” 
not directed towards any specific objective. This may pay handsome 
dividends, but it is not in the interests of any firm, unless a very large 
one such as Imperial Chemical Industries, to undertake it. Technical 
progress in the nationalized industries will depend on the Government; 
the development of jet-propelled aeroplanes is a recent and notable 
achievement. There is still scope for privately financed innovations, 
but the greater the public control over the economy, the greater is the 
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risk that the private investor must take. He may be restricted in his 
use of certain materials (for example, those imported from “the dollar 
area”), or constrained to sell in certain markets rather than in others, 
or prevented from raising further capital for expansion, or confronted 
with an excess profits tax. The incentives to private investment, and 
therefore to the private exploitation of new methods and new ideas, 
are less than they were. The march of technical progress will therefore 
depend more than in the past on publicly-sponsored research and on 
public investment. 
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CHAPTER XII 


PRICES AND MARKETS 
1. Types of Prices 

The purpose of this Part is to explain how prices are determined under 
capitalism. We shall then be better equipped to consider the merits 
and defects of the price mechanism as a regulator of economic activity, 
and in what respects Government action to control or supplement the 
price system may be desirable. 

A price is a sum of money paid—not merely asked or offered, but 
actually paid—in exchange for something. 

The prices most familiar to us are the prices of goods sold in shops 
—retail prices. But most of these goods change hands, some of them 
several times, before they appear in the shops. Some agricultural 
products and handicraft goods, such as carpets, made in the home, are 
sold first to local dealers, who may sell them to larger dealers, and they 
may go through other middlemen—wholesalers and perhaps exporters 
and importers—before they reach the shops. Manufacturers, farmers, 
and others have to buy raw materials, equipment, and other pro¬ 
ducers’ goods, and these goods too may change hands before they reach 
the factory or other place whev»' they are used. Hence the total value 
of all transactions in goods is several times the total value of retail sales. 

Payments are made for services as well as for goods. These pay¬ 
ments are prices, and form part of the price system, although in ordi¬ 
nary speech many of them are not called prices. For example, we call 
the price we pay for a journey by rail or bus a “fare,” and we call the 
price w e pay for the use of a house a “rent.” 

The prices paid by an employer for labour services—a week’s work, 
for example—are called waj^es or salaries. And the price paid for the 
loan of money is called interest. It is expressed as a proportion of the 
amount lent, and for a period, usually, of one year. The rate of interest 
is 4 per cent when a year is paid for the loan of 100 for one year, 
and so on. 

There are other kinds of prices also, notably the prices of paper titles 
such as stocks and shares. As these prices do not affect the general 
analysis of the price system, I shall defer a discussion of them until later. 

This leaves us with only two broad categories of prices: 

1. The prices of consumers* goods and services. 

2. The prices of factors of production. 

163 
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The first category covers all goods and services which directly satisfy 
the wants of the final consumers. It includes the rents of dwelling- 
houses and the wages of domestic servants. 

The second category covers all goods and services which contribute 
to the output of consumers’ goods and services. It includes wages and 
salaries (other than those of domestic servants) and interest paid for 
the loan of capital used in production. 

The same good or service may fall partly under the first category 
and partly under the second. For example, petrol may be used either 
in a private car or in a lorry or taxi, and electricity is supplied both to 
private houses and to factories. Hence the demand for such goods 
and sendees comes partly from private consumers and partly from 
businesses or public authorities. This does not weaken the fundamental 
distinction between the two categories. On the one hand, we have 
goods and services demanded by consumers to satisfy their wants. On 
the other hand, we have goods and services demanded by producers 
to form part of their ‘'input.” It is the prices of the latter which 
constitute the “costs of production” of producers. 

2. What is a Commodity? 

There are many different varieties of w^heat, wool, cotton, bread, 
potatoes, cigarettes, and indeed of almost any commodity one can think 
of. Often one variety of a producer’s good serves a different purpose 
from another variety. For example, the many thousands of varieties 
of wheat can be divided into weak wheats and strong wheats. British 
wheat is weak wheat, very suitable for biscuits and poultry food but 
not ideal for bread— 20 to 30 per cent of strong wheat is blended with 
weak wheat to make bread for British consumption. Again, special 
types of wheat (hard wheat) are essential for noodles. To take another 
example, the many thousands of different varieties of timber can be 
divided into softwoods and hardwoods. The former are used for 
general building, and very soft woods, such as spruce and pine, are 
used for wood-pulp, but hardwoods, such as teak, are used for purposes 
such as shipbuilding where special strength and durability are required. 

Some consumers prefer one type of a particular consumers’ good to 
another; non-glutinous rice to glutinous rice, Indian tea to China tea, 
Virginian tobacco to Turkish tobacco, or conversely. 

Sometimes the different varieties of a commodity are produced in 
different districts or in different countries or by different firms. Even 
when they are produced in the same place by the same firm, they may 
have different costs of production because they contain somewhat 
different components or are put through different processes. In short, 
each variety is, strictly speaking, a separate commodity for which there 
is a distinct demand and often a distinct supply. 
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Some goods, such as wheat, are physically capable of being divided 
into grades in such a way that all the units in a given grade are prac¬ 
tically homogeneous, so that each grade is a commodity in the strict 
sense. The grading is usually performed by some organization repre¬ 
senting the sellers. Careful grading is in the interest of the sellers, as 
well as of the buyers, for the market is thereby widened. A buyer can 
confidently purchase goods which he has not seen on the basis of the 
grade (or other standard description) given to them by the marketing 
organization, knowing exactly what he will get. Grading also makes 
possible sales for future delivery even if the goods have not been seen 
by the buyer, or are not yet in existence. 

Some goods, however, cannot be graded or described with sufficient 
accuracy to be purchased without being seen and examined. Thus 
buyers of raw wool, or their representatives, inspect each lot of w^ool 
before making an offer for it, and buyers of tea taste samples before 
bidding; wool-buying and tea-tasting are skilled occupations. Such 
goods are usually sold in lots by auction. At a later stage in their 
life history it may be possible to grade them. Wool tops can be 
graded, and tea can be blended so that one package is indistinguishable 
from another bearing the same brand. 

A manufacturer may differentiate a particular product from similar 
products made by rival firms by attaching to it a trade-mark w'hich the 
law forbids others to use. Many varieties of consumers’ goods—motor¬ 
cars, toilet requisites, patent medicines, foodstuffs, and so on—are 
branded in this way. As a rule, the maker of a branded article advertises 
it in order to create a demand for his brand rather than for rival 
brands. Other varieties of the commodity, whether branded or not, 
may be very^ similar to his product, but since he alone can use that 
particular trade-mark, he has a monopoly of his product. 

The same physical thing is logically a different commodity when it 
is in a different place. For example, a steel tube at Corby is a different 
commodity from the same steel tube at Capetown, and sells for a dif¬ 
ferent price. 'Fhe difference in price arises from costs of transport, 
including such items as insurance charges and importers’ profits, and 
from import duties. 

In the same w^ay, the same thing is logically a different commodity 
at one time from wffiat it is at another, and may command a different 
price. The transport of goods over time forms a part of economic 
activity just as much as their transport over space. Many middlemen, 
including shopkeepers, carry stocks in order to supply their customers’ 
requirements promptly, and this is a service for which customers are 
willing to pay: it saves them from the inconvenience of carrying con¬ 
siderable stocks themselves. Two or three centuries ago the grain 
supply of a region came mainly from the annual local harvest. If 
nobody had deliberately stored grain to sell it again later, it would 
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have been plentiful and cheap soon after the harvest, but would have 
become considerably scarcer and dearer in the months just before the 
next harvest. Speculators rendered a useful service by buying grain 
soon after the harvest, thus making it less cheap at that time, stocking 
it, and selling it later, thus making its price less dear towards the close 
of the harvest year. They made a profit for themselves, for which 
they rendered a service to consumers by reducing the fluctuations in 
prices and consumption over the year. Since then, the great improve¬ 
ment in transport facilities has rendered this type of service less impor¬ 
tant for most commodities. Nowadays hardly a month passes in which 
wheat is not har\^ested in some quarter of the globe, ready to be sent 
wherever it is demanded, so that the danger of famine or serious 
shortage in any area is slight. The same applies to most commodities; 
consumers can obtain them at any time from the current output of 
some region or other, provided that they can afford to pay for them, 
and world stocks of most commodities are small, as a rule, compared 
with the annual output (except for ‘‘stock-piles” of strategic materials 
held by the United States and other Governments for defence pur¬ 
poses). Nevertheless, middlemen still render a useful service by hold¬ 
ing some stocks to cover the period before the next shipments arrive 
and to provide a safeguard against an unexpected temporary shortage. 
Moreover, the bulk of the world output of some goods still takes place 
at one particular season of the year. A leading example is cotton. 
Two-fifths of the world’s cotton is grown in the United States and is 
picked in the late summer and early autumn. Hence the bulk of the 
crop must be “carried” by somebody, if spinners and others are to 
have a steady supply over the year. The tendency, therefore, is for 
the price of cotton to rise steadily from one October to the next, the 
rise being sufficient to make it profitable to hold stocks of cotton. 
But, of course, the price may rise in fact more or less than this, or may 
fall, owing to changes in the demand for cotton, or in the expected 
size of next year’s crop, as the year goes on. 

3. Markets 

The price of anything is the sum of money paid for it by a buyer to a 
seller. The immediate determinants of a price, therefore, are the sums 
of money which buyers are willing to pay and sellers to accept. The 
upper limit of a price is the most that the buyer will pay and the lower 
limit is the least that the seller will take. The actual price will be 
somewhere not above the former and not below the latter. 

In practice, however, the same commodity does not change hands 
at a number of widely different prices. If this seems to be happening, 
we usually find when we look more closely that the different prices 
are paid for different varieties or in different countries or for different 
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delivery dates. The prices paid for the same commodity, in the strict 
sense of the term “commodity,” are usually the same, or very nearly 
the same. This is because a buyer knows what prices other sellers arc 
offering, and he will not pay more than he need, and sellers know 
what prices other buyers are paying and will not accept less than they 
can get. In other words, it is because there are markets in which 
sellers and buyers are brought together. 

A market is commonly thought of as a place where commodities 
are bought and sold. Thus fruit and vegetables are sold wholesale at 
Covent Garden Market, and meat is sold wholesale at Smilhfield 
Market. But there are markets for things other than commodities in 
the usual sense. There are real estate markets, foreign exchange 
markets, labour markets, short-term capital markets, and so on; there 
may be a market for anything which has a price. And there may be 
no particular place to which dealings are confined. Buyers and 
sellers may be scattered over the whole world and instead of actually 
meeting together in a market place they may deal with one another 
by telephone, telegram, cable, or letter. Even if dealings are restricted 
to a particular place, the dealers may consist wholly or in part of 
brokers or agents acting on instructions from clients far aw'ay. Thus 
agents buy meat at Smithficld on behalf of retail butchers all over 
England, and brokers on the London Stock Exchange buy and sell 
securities on instructions from clients all over the world. We must 
therefore define a market as any area over which buyers and sellers 
are in such close touch with one another, either directly or through 
dealers, that the prices obtainable in one part of the market affect the 
prices paid in other parts. 

A market is said to be perfect when all the potential sellers and 
buyers are promptly aware of the prices at which transactions take 
place and of all the offers made by other sellers and buyers, and when 
any buyer can purchase from any seller, and conversely. Under such 
conditions the price of a commodity will tend to be the same (after 
allowing for costs of transport, and taxes) all over the market. If 
one seller is prepared to accept less than others, orders will stream 
towards him until he is sold out or raises his price to that asked by his 
competitors, or (exceptionally, when he holds a large proportion of 
the total stocks) until rival sellers are constrained to reduce their prices 
to the lev^el of his. Conversely, if a seller asks more than his rivals for 
the same commodity, he will find no purchasers, for although some 
buyers will be prepared, if necessary, to pay more than the price 
ruling at the moment, they will not deal with one seller if they can 
get the same commodity more cheaply from others. 

There is normally a perfect market for commodities which can be 
graded so that one unit is exactly like another: No, 1 Manitoba Northern 
wheat or American Middling cotton or No. 1 Ribbed Smoked Sheet 
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rubber. Such commodities can be bought without being seen, either 
for present or future delivery. If they are below standard, the buyer 
can reject them or can pay a smaller sum, the difference being assessed 
by arbitration, as provided for in the contract. There is normally a 
perfect market for stocks and shares, for each issue is homogeneous; 
one ordinary share of the Imperial Tobacco Company, for example, 
is just the same as every other. The same applies to foreign currencies. 
Again, each tin or package of a particular brand of manufactured 
goods is the same as every other, or the brand would lose its reputation. 

The market is imperfect when some buyers or sellers, or both, are not 
aware of the offers being made by others. This may happen with 
goods which cannot be standardized, especially when they are bought 
(for example, at an auction sale) by private consumers rather than 
professional dealers. A buyer may pay either appreciably more or 
appreciably less than the market price for, say, second-hand furniture 
or a painting, because it is difficult to know what the market price is 
without following closely current transactions in similar goods. The 
labour market is not very imperfect; for most occupations, trade unions 
bargain with employers and agree on standard time-rates or pie ce¬ 
rates for particular jobs. The retail market, except for branded 
goods, is somewhat imperfect. Some shops may constantly sell some 
non-standardized good, such as a suitcase, for a little more than 
other shops in the same town are charging. When each price had to 
be bargained over, as is still a common practice in the East, the retail 
market was more imperfect than it is today. Today shops have fixed 
prices, below which they will not sell, and tfiis system enables cus¬ 
tomers to compare the prices charged by different shops w'ithout 
wasting time in bargaining. 

The development of communications during modern times has made 
markets less imperfect. The prices paid in one centre become known 
almost at once in other centres, and telegraph and telephone, cable 
and wireless, enable price differences between different centres to be 
smoothed out very rapidly. Nowadays many commodities have a 
world market. 

Since the war, however, the United Kingdom and other Govern¬ 
ments, for reasons which I shall try to explain later, have restricted 
foreign exchange purchases and imports of commodities, especially 
from ‘‘the dollar area.” This has resulted in substantial price differ¬ 
ences between countries, which cannot legally be smoothed out because 
Governments will not permit their citizens to buy freely in the cheaper 
markets. Thus a number of commodities have cost more, on the 
average about 10 per cent more, in sterling than in dollars. 

Within a country, however, the information and advertisements in 
the general press and in trade journals, the catalogues distributed by 
large department stores, and the activities of agents and brokers, such 
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as real estate agents and insurance brokers, who bring sellers and 
buyers together, tend to keep sellers and buyers well informed and to 
make the markets for most goods and services nearly perfect. 

4. Price and Value 

A cynic, said Oscar Wilde, knows the price of everything and the 
value of nothing. He was using “value” in the philosophical sense. 
In economics, “value” usually means value in exchange^ and therefore if 
you know the price of everything you also know the value of every¬ 
thing, for price is merely value expressed in terms of money. 

Value in exchange is inevitably relative, since the value of one thing 
must always be expressed in terms of another; there can be no such 
thing as “intrinsic” value, in this sense of the term value. The value 
of X in terms of T is the amount of T which can be obtained in ex¬ 
change for A". 

If 1 ton of rubber (R.S.S. No. 1) costs £20^) and 1 ton of rice (Siamese 
No. 1) costs £40, then 1 ton of rubber exchanges (not by direct barter, 
but by selling the rubber and buying the rice) against five tons of rice. 
The value of a ton of rubber in terms of rice is five tons; to say the same 
thing in other words, the value of a ton of rice in terms of rubber is a 
fifth of a ton. 

Values are nearly always expressed in terms of money, as prices, 
for convenience of calculation, but it is a matter of simple arithmetic 
to w’ork out the value of any commodity in terms of any other by 
comparing their prices. 

We naturally tend to think actual prices, absolute prices. Actual 
prices depend partly on the value of money. There may be a general 
rise in prices, that is to say, a fall in the value, or purchasing power, of 
money; or the opposite may happen. Even so, changes in relative 
prices wall be more significant for most purposes than changes in 
absolute prices. For example, a worker’s standard Ox living depends 
both upon his money wage and upon the prices of the things which he 
buys. If his money wage doubles and the prices of the things which 
he buys all more than double, his standard of living wall fall. In the 
same way, a firm’s profits depend both on its money receipts and its 
money costs. A rise in the selling prices of its products tends to raise 
its profits, but if at the same time the prices of the materials and other 
factors of production that it must buy increase still more, its profits 
will fall. 

I will discuss changes in the value of money at a later stage. For the 
moment, let us suppose that the value of money remains fairly stable, 
and concentrate upon relative prices—upon the value of one good or 
service in terms of another. 
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5. The Relations between Prices 

All prices are related to one another; they form a price system. This 
section gives a very general account of what these relationships are. 
For the moment I shall ignore “controls” such as rationing; the reasons 
why they may be introduced, and their effects, can be discussed later, 
after we have seen how a freely-working price system would operate. 

It will be remembered that there are two main sets of prices: the 
prices of consumers’ goods and the prices of factors of production. 

The prices of consumers’ goods arc all related to one another because 
consumers’ goods all compete with one another for the limited expendi¬ 
ture of consumers. We commonly think of substitutes as being similar, 
and serving the same purpose. One brand of tea is a fairly close sub¬ 
stitute for another brand; beef is a substitute for mutton, and to some 
extent fish and eggs and cheese are substitutes for meat. But in fact 
all consumers’ goods are potential substitutes for one another, for if 
consumers spend more on one they have less to spend on others. A 
man may cut down on his beer and cigarettes in order to pay the 
higher rent for a better house, or he may do the opposite; a woman 
may spend less on her lunches in order to buy more clothes; a family 
may forgo its holiday in order to buy more furniture. 

Every shilling, for that matter every halfpenny, spent on a particular 
consumers’ good ^ is a vote in favour of A and of the continued pro¬ 
duction of A, It is possible, by some factors of production moving out 
of one industry and into another, to produce more of one consumers’ 
good and less of another; under full employment, and given the present 
state of technical knowledge, more A can be produced at the moment 
only by drawing factors of production away from other industries and 
thereby producing less B or C ov D, 

The assortment of goods which is produced depends, apart from 
uncontrollable influences such as the weather, on the way in which 
consumers distribute their expenditure: on the votes which they cast 
for different goods, each shilling carrying the same weight as every 
other. 

If more of A is produced, week by week, than consumers are pre¬ 
pared to buy at the prevailing price, stocks of A will continue to 
accumulate in the hands of producers until either they produce less A 
(and more of something else) or the price of A falls. 

If less of B is produced, week by week, than consumers want to buy 
at the prevailing price, then either producers expand their output of 
B (and reduce their output of something else) or the price of B rises. 

If all such tendencies have worked themselves out, and a state of 
equilibrium has been reached—for the moment, until some change takes 
place in the preferences of consumers or in the relative production 
possibilities—the following relationships will hold good. 
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The price of every good will be such that the supply, the amount 
produced and offered for sale every week, equals the demand, the 
amount bought every week. 

No consumer would prefer to spend rather more than he is spending 
on some goods and correspondingly less on others. He would not 
prefer to transfer a shilling (or several shillings) of his expenditure 
from one good to other goods. This is sometimes expressed by saying 
that each shilling gives him the same satisfaction or utility at the 
margin, the same marginal utility. And it is sometimes expressed by 
saying that “marginal utilities are proportional to prices.” For 
example, if biscuits cost two shillings a pound and sausages one shilling 
a pound, a person who buys both would not rather have an extra 
pound of biscuits and two pounds less of sausages, or an extra two 
pounds of sausages and one pound less of biscuits; the marginal utility 
of pounds of biscuits is twice as high to him as the marginal utility of 
pounds of sausages, and that is the ratio of their prices: two to one. 

The demand for factors of production is derived from, and reflects, 
the demand for the consumers* goods which they are used in produc¬ 
ing. This is clearly so with raw materials. The demand for w'ool 
reflects the demand for clothing and other consumers* goods made 
wholly or partly of wool; the demand for rubber reflects the demand 
for rubber tyres and other goods made wholly or partly of rubber. 

Many factors of production, however, are used in a number of 
industries: for example, unskilled labour, clerks, typists, lorry-drivers, 
fuel and power, buildings and land. When there is a shift in consumers* 
demands, there may be no change in the total demand for such factors. 
More of them will be needed iii the expanding industries and less in 
the contracting industries, and there will be some movement of them 
from the latter to the former. 

Some workers can be trained fairly quickly and easily to take on 
different jobs, now more in demand, where they can earn more. Some 
other factors of production can also be adapted quickly and easily to 
different purposes; for example, some land can be made suitable for 
growing a different crop, which now gives a higher return, or one type 
of shop can be converted into another type. 

Nevertheless a change in consumers* demand may tend to raise the 
prices of some types of factors relatively to others. For example, an 
increased demand for wool, which uses a high proportion of land (for 
growing sheep), will tend to raise the price of land, and an increased 
demand for armaments will tend to raise the wages of engineering 
workers. 

For producers* goods, the principle that the price will tend to equate 
supply and demand applies in the same way as for consumers’ goods. 
The same principle applies also to other factors of production. An 
increased demand for land will tend to raise land values; an increased 
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demand for loans will tend to raise the rate of interest; and conversely. 
For workers, the situation is more complicated, but if the total flow 
of money expenditure is maintained, the tendency will be for the wages 
of any type of worker to be around the level which provides employ¬ 
ment for all workers of that type. 

We have already seen that, in the absence of monopoly, if a factor 
is used in several industries it will tend to be distributed among them in 
such a way that the value of its marginal product is the same in every 
industry in which it is employed. During a period of change, this will 
not be the case. The value of its marginal product will be higher in 
an expanding industry, and it will earn more in that industry than 
elsewhere. But after enough movement has taken place out of the 
contracting industries and into the expanding ones, and equilibrium 
has been reached, no factors will be able to earn more by moving to 
other industries; the value of their marginal product will be the same 
in all. 

The marginal product of a factor in industry A is so many extra 
units of commodity A, and as all factors of production are to some 
extent substitutes for one another, a small increase in the output of A 
can be obtained, as a rule, either by using a little more of one factor or 
a little more of another factor. For example, a little more sugar-cane 
can be produced either by using a little more labour, and getting a 
higher output per acre by better weeding, or by using a little more 
land. Suppose that an extra man would yield an increase in output 
five times as great as an extra acre. Should the cane-farmer employ 
an extra man or should he add an extra acre, or an extra five acres, to 
his farm? From his standpoint that will depend on the wages he must 
pay for an extra man and the rent he must pay for an extra acre. If 
the former is less than five times the latter, he will take on an extra 
man; if it is more than five times the latter, he will rent more land. 
Clearly the wages of such labour, and the rent of such land, will tend 
to adjust themselves until the equilibrium position is reached when it 
will not pay any farmer to substitute labour for land or land for labour. 
In that equilibrium position the wages of such a worker will be exactly 
five times the rent of an acre of such land. The general rule, therefore, 
arising from the possibility of substitution between factors, is that the 
prices of factors will be proportional to the values of their marginal 
products. 

This general rule is often stated in another form, namely, that prices 
(of products) will be proportional to marginal costs. Suppose that an 
extra worker would increase the output of sugar-cane by 100 tons a 
year and an extra acre by 20 tons a year. Suppose that the wages of 
such workers are ;^100 a year and the rent of such land is jQ20 a year. 
Then the marginal cost of production of cane, the cost of additional 
output of cane, is ;{^1 a ton, whether output is expanded by employing 
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a little more labour or a little more land or some combination of the 
two. The rule is that any other product whose marginal cost is a 
ton will be the same price as sugar-cane; any product whose marginal 
cost is ^2 a ton will be twice the price of sugar-cane, and so on. 

The basis for diis rule, I repeat, is simply that factors will tend to be 
employed where they can earn most. If the same factors, or the same 
collections of factors, can produce a greater value in another industry 
than where they are, they will lend to move to that other industry, 
where they can earn more. After such tendencies have worked them¬ 
selves out, the same factors will produce the same additional value of 
output in all industries where they are employed. The values of their 
marginal products, that is to say, will everywhere be tlie same. Prices 
will be proportional to marginal costs. 

lliis general rule, however, does not apply where there is monopoly. 
Moreover, there are difliculties about the concept of marginal cost. I 
discuss these points in Chapter XVIII, Section 5. 

A manufacturer often claims that his price is determined for him by 
his costs of production. My materials cost so much, my labour so 
much, and so on, he will say; I add a very modest percentage for my 
profit, and voilii^ there is my price! On the other hand, he will agree 
that an increase in the demand for his product, which raises its price, 
will enable him to pay more for his materials, labour, and other factors, 
and that a decrease in the demand for his product, which reduces its 
price, will place him in difficulties—if the prices of some at least of his 
factors are not reduced he may have to go out of business or to produce 
something else instead. The fact is that the prices of consumers’ goods 
and factors of production are determined together. They are all part 
of a system. And the purpose of the system is to shufile factors about 
between industries in such a way that consumers get the assortment of 
consumers’ goods—out of all the multitudinous assortment w^hich could 
be produced—which they most prefer, each shilling they spend counting 
as one vote. 



CHAPTER XIII 


DEMAND 

1. The Meaning of Demand 

The demand for anything, at a given price, is the amount of it which 
will be bought per unit of time at that price. Demand means always 
demand at a price] the term has no significance unless a price is stated or 
implied. The bare statement that so many thousand motor-cars a 
year or so many million tons of coal a year arc demanded in Great 
Britain may be intended to mean that for some years the prices of 
motor-cars and coal have been fairly steady and that every year the 
volume of sales in Great Britain has been very near the figure named. 
But such a statement, taken literally, does not make sense. For the 
volume of sales—that is, the demand—would be different if the prices 
were different. There is no doubt that if the prices of motor-cars 
could be reduced enough, twice as many would be sold, and that if 
their prices went high enough, their sales would be halved. The 
amount bought of anything will vary, and may vary considerably, 
with its price; in other words, the demand at one price is usually 
different from the demand at another price. 

Clearly, demand must mean demand per unit of time: per year or 
per month or per week or per day. For purposes of illustration I shall 
take the week as the unit, since most workers are paid by the week, 
and most housewives, therefore, plan their expenditure upon a weekly 
basis. 

Demand, it may be noted, is not the same as desire or need. Doubt¬ 
less many people who cannot afford a motor-car would like one, and 
doubtless many children need more milk than they get, but unless 
desire or need is backed up by ability and willingness to pay, it does 
not affect the volume of sales. The demand for a thing at a given 
price is the amount of it which would in fact be bought at that price. 


2. Demand Schedules 

A full account of the demand—that is, of the state of demand or the 
conditions of demand—for any good in a given market at a given 
time should state what the (weekly) volume of sales would be at each 
of a series of prices. Such an account, taking the form of a tabular 
statement, is known as a demand schedule. 

174 
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The demand for a thing depends upon many influences. Thus the 
demand for a consumers* good depends upon the numbers of the con¬ 
suming population, their money incomes, their tastes, and the prices 
of competing goods, as well as upon the price of the good itself. A 
demand schedule is drawn up on the assumption that all these other influences 
remain unchanged. It thus attempts to isolate the influence exerted by 
the price of the good upon the amount of it sold; to show the amount 
sold as a “function** of the price of the good. 

I give below an imaginary demand schedule for a consumers’ good 
—pounds of butter, quarts of milk, tins of sardines, packets of cigarettes, 
what you will, provided that the good is homogeneous and not subject 
to rationing or price control, and that we can assume that the market 
for it is perfect and can ignore transport costs. 

I have obviously made up the figures. They are too tidy to be true 
—demand expanding by exactly one million units (a week) for each 
fall of Id. in the price per unit, and the low^er half (below a price of 
9d.) being a kind of mirror image of the upper half (abov^e a price of 
lOd.). 

The reader may ask: Why not be realistic and take some actual 
example? In the first place, there isn’t an actual example covering 
the whole range from a price so high that sales are nil to a “price” of 
zero. Nobody know's or cares, nor is there any satisfactory way of 
finding out, what sales would be at prices far above or far below the 
prevailing price: the question is not likely to arise in practice so long 
as other circumstances (including the size of money incomes) remain 
the same. In the second place, an actual demand schedule, or part 
of one, w ould very likely be m>n-typical and therefore misleading. For 
example, the demand for a particular brand of something might w'ell 
fall off very sharply at a price above the prices of rival brands and 
expand greatly at a price below the prices of rival brands. The demand 
schedule given below' is too regular to be typical, but in other respects 
it is typical: more would be bought at a lower price than at a higher 
price, and total revenue rises to a maximum (at lOd. or 9d.) and then 
falls oflf as sales expand still further. At some price above 18d. a unit 
there would be no sales, and if the commodity w^ere given away (price 
zero), some amount greater than 18 million units a w’eek would be 
“demanded.” 

Only the first two columns form the demand schedule. They con¬ 
sist of eighteen hypothetical statements, expressed in tabular form. If 
the price were 18d. a unit, and other circumstances remained un¬ 
changed (in economic jargon, the conditions of demand remaining the 
same as at present), then one million units a week would be bought; 
and so on for the other seventeen prices shown. 

The third column is obtained by multiplying together the figures 
in the first two columns. It shows the total sum of money w^hich would 
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be spent on the commodity—total consumers’ outlay, or total receipts 
(or total revenue) to the sellers—at each of the prices shown. 


Price 
per Unit 

d. 

Amounts Bought 
(and Sold) 
Million Units 

Total Revenue 
Million d. 

Marginal 

Revenue 

d. 

18 

1 

18 

18 

17 

2 

34 

16 

16 

3 

48 

14 

15 

4 

60 

12 

14 

5 

70 

10 

13 

6 

78 

‘ 8 

12 

7 

84 

6 

11 

8 

88 

4 

10 

9 

90 

2 

9 

10 

90 , 

0 

8 

11 

88 

-2 

7 

12 

84 1 


6 

13 

78 ' 

-6 

5 

14 

70 

-8 

4 

15 

60 

-10 

3 

16 1 

48 

-12 

2 

17 1 

34 

-14 

1 

18 1 

18 

-16 


The fourth column is obtained by subtracting from each figure in 
the third column the preceding figure in the third column. For 
example, at a price of 17d. a unit total revenue would be 34 million 
pence. At a price of 18d. a unit it would be 18 million pence. There¬ 
fore the increase in total revenue, called marginal revenue, when sales 
are two million units a week as compared with total revenue when 
sales are one million units a week, is 16 million pence on the additional 
million units or 16 pence a unit. It will be noted that below 9d. a 
unit, total revenue becomes less at a lower price; therefore marginal 
revenue is negative. 

At any time, there can be only one price in the same market if the 
market is perfect. Suppose the price is 12d. with 7 million units a 
week being bought (and therefore sold). Suppose for some reason it 
rises to, say, 15d., and only 4 million units a week are bought. Or 
suppose it falls to lOd., and 9 million units a week are bought. That 
is precisely what the demand schedule tells us would happen. There 
has been no change whatever in the conditions of demand. The 
demand for the commodity is such that the amounts named would be 
bought every week at the prices named. Only if the amount bought 
at a price were different from that shown in the schedule would there 
have been a change in the conditions of demand. 
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3. Demand Curves 

The relation between the price and the amount bought can be plotted 
on a diagram as a demand curve. Each of the eighteen statements in the 
above demand schedule can be represented by a point in a system of 
rectangular co-ordinates. It is usual to measure the amounts which 
would be bought (weekly) along the horizontal axis OX and the cor¬ 
responding prices per unit up the vertical axis OY, The statement 
that at a price of 18d. a unit one million units a week would be bought 


Y 



(Millions of Units) 


is represented by a point at a height of 18 above OX and at a distance 
of 1 (million) to the right of 0T\ and so on. We can assume con¬ 
tinuity (for example, that at a price of 17 Jd. an amount greater than 
1 million and less than 2 million units a week would be bought) and 
join the points together to form a demand curve. 

This particular demand curve happens to be a straight line. That 
is due to the figures which I chose for the demand schedule. A demand 
curve can be almost any shape—a straight line, or a convex curve, or 





MARGINAL 

REVENUE 

(In pence) 
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a concave curve, or partly one and partly another. Most actual 
demand curves are squiggles rather than straight lines. There is no 
particular shape which is typical. The only feature that is common 
to nearly all demand curves is that, whatever their shape may be, they 
always slope downward to the right, indicating that—the conditions of 
demand remaining the same—more units will be bought at a lower 
price than at a higher price. 

Total revenue, or total consumers’ outlay, appears on this type of 
diagram as a rectangle. At a price OP (e.g. 12d.) an amount OQ 
(7 million units a week) is demanded, giving a total revenue of OP x OQ. 
(84 million pence a week). 

I turn to the marginal revenue curv^e. This also can be almost any 
shape. But when the demand curve is a straight line, sloping down¬ 
ward,^ the marginal revenue curv^e also is a straight line and slopes 
downward twice as steeply as the demand curve. (This is proved in 
the Note to Chapter XVI.) 

I could have shown the marginal revenue curve by graphing the 
marginal revenue figures of our demand schedule on the same diagram 
as the demand curve, but I thought it would be simpler to show it 
separately. It is drawn on the opposite page. 

One point that will be noticed at once is that part of this curve is 
below the horizontal axis OX, This is because marginal revenue for 
those outputs is negative, as the demand schedule shows. This is quite 
a usual feature of marginal revenue curves—when sales exceed a cer¬ 
tain amount, a further expansion in the amount sold (conditions of 
demand remaining the same) causes total revenue to fall. 

The total revenue from sales of OQ^ appears on this type of diagram 
as the area ARQO “under” the marginal revenue curve. This is 
because the total revenue is the sum of the marginal revenues. For 
example, the total revenue on sales of 7 million units a week is 

18 + 16 + 14 + 12+10 + 8 + 6-84 


million pence. 

A third way of showing on a diagram the figures in a demand 
schedule is to show the total revenue for each output. The horizontal 
axis OX remains as in the other two diagrams, showing the weekly 
amount demanded and therefore sold. The vertical axis OT, however, 
needs a different scale, for it measures total receipts, which in our 
example rise to a maximum of 90 million pence a week. 

It is fairly typical for such a curve to rise to a maximum and then to 
fall. 

^ When the demand curve is horizontal, the marginal revenue curve coincides with 
it. This is the case, as we shall see in Chapter XV, for a firm under p>erfect 
competition. 
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4. The Difficulty of Estimating AcrruAu Demand 
Schedules 


It is easy to make up an imaginary demand schedule, but it is by no 
means easy to make a good estimate of tlic actual demand scliedulc 
for a particular commodity (or service). 

At any given time there is only one price ruling in the market for 
any particular commodity, and all we know, directly and with cer¬ 
tainty, is how many units are in fact being bought, week by week, at 
that price. What we have to estimate is how many units wouki be 
bought, week by week, if the price were difi'erent; and we have to 
make such an estimate for each one of a whole range of possible prices. 

Statistics of what happened in the past provide some guidance, but 
they need very careful interpretation. It by no means follows that if 
so many units a week were bought at such and such a price at some 
period in the past, the same number would be bought at that price, 
week by week, at the present time. Other conditions may not have 
been the same then as they are now. The general level of prices and 
incomes may have been higher, or lower; the general state of trade 
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may have been more prosperous, or more depressed. For most com¬ 
modities, a higher price will prevail for the same volume of sales when 
incomes and other prices are high than when they are low, and there 
is often both a greater volume of sales and a higher price during a 
period of good trade than during a period of depression. Moreover, 
the size of the consuming population, their tastes, and the prices of 
other commodities and especially of close substitutes, may have been 
different then from what they are now. We must make full allowance 
for all such differences if we use data on how much was sold week by 
week at a particular price in some previous period to throw light on 
the actual demand schedule for the commodity at the present time. 

One way to estimate an actual demand schedule would be to ques¬ 
tion a number of buyers. “How much would you buy, week by week, 
if the price were ten per cent higher than it is now? If it were twenty 
per cent higher? If it were ten per cent lower? If it were twenty per 
cent lower?” And so on. Many of those asked would find it hard to 
say how much they would buy if the price were very much above or 
very much below its present level. But as a very large change in price 
is unlikely if other conditions remain the same, it is only that part of 
the demand schedule around the neighbourhood of the prevailing 
price that is of practical significance for most commodities. 

Another way, and perhaps the best of all, is to ask a few persons of 
intelligence and good judgment who are in close touch with actual 
and potential buyers of the commodity, and w^ho are aware of the 
alternative types of expenditure open to them, to make a guess at the 
actual demand schedule. (This is the type of service provided, for a 
fee, by firms specializing in market research,) 

Every seller who is in a monopolistic position, in that he can fix his 
own prices, is faced with this problem. The seller may be some cartel 
or other association of the producers of a pardcular raw material or 
of some other commodity or group of commodities, or a public auth¬ 
ority supplying transport or electricity or other services, or the manu¬ 
facturer of a branded article, such as a particular make of motor-car 
or a particular brand of toothpaste, or merely the proprietor of a local 
restaurant or cinema. The question he must ask himself is: How much 
would my sales fall off if I raised my prices by so much? How much 
would they expand if I lowered my prices by so much? It is true that 
such a seller must often take account of other matters also. In par¬ 
ticular, he must estimate what his rivals would do in response to any 
actif)n which he might take; for example, if he lowered his prices, they 
might lower theirs, or they might increase their expenditure on advertis¬ 
ing their products. But the chief factor which he has to take into 
account is the present demand schedule for his particular good or 
service. 

A Chancellor of the Exchequer, in search of revenue, has to form 
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some estimate of the relevant part of the demand schedule for a com¬ 
modity which he is proposing to tax, or to tax more heavily. It may well 
be that the greater the tax, the greater the revenue. But it may be 
that (as happened with sparkling wines in Great Britain some twenty 
years ago) a higher tax produces a smaller revenue. This will happen 
if there is a large fall in sales when the price goes up in consequence 
of the higher tax. 

How will a group of farmers fare if they have an unusually good 
harvest or an unusually poor one? That depends on the demand 
schedule for their product. The community as a whole benefits by a 
larger harvest. The farmers may or may not. It may be that the 
price per unit falls so much that they receive less money for a big crop 
than for a small one. What happens to farmers’ incomes will affect 
the demand of farmers for goods and services and, in particular, for 
goods such as agricultural machinery. 

In these days of public planning, Governments look ahead and 
estimate what is likely to happen next year. One of the factors they 
must take into account, although by no means the only one, is the state 
of demand for goods and services whose prices are likely to change. 
For example, what will happen to the export sales of British motor-cars 
if their prices rise by about ten per cent? 

My task, however, is not to estimate the actual demand schedule, at 
the moment of writing, for any particular commodity, but to give a 
general account of how prices are formed. For that purpose we need 
a clear idea of the nature of a demand schedule as a series of hypo¬ 
thetical statements, showing the amount which would be bought week 
by week at any given price, provided that the other influences govern¬ 
ing demand remain unchanged. If these other influences change, 
the old demand schedule ceases to be valid and must be replaced by a 
new one which gives a true picture of the state of demand that now 
prevails in the market. 


Why Most Demand Curves Slope Downward 

Most demand curves slope downward to the right throughout their 
length, although the slope may be much steeper in some parts than in 
others. This means that, unless something happens to change the 
present state of demand, more units will b(^ bought at anv given pric e 
thajjuaiL jffly Pfifprice will reduce the voKim^of 

sales, anaTany iaTT in price will expand the volume of sales. Why is 
this? 

The total weekly sales of a consumers’ good are made up of numerous 
sales of different amounts to different consumers. Some consumers 
might bu y exactly the same amount every week, whatever the price. 
But others would not. At a higher price, some would buy less than 
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before, and some might give up consuming the commodity and buy 
none at all of it. In order to explain why total sales would be greater 
at a lower price we must consider the behaviour of an individual 
consumer. 

I assume that a consumer has a fixed weekly sum of money to spend. 
(If money incomes changed, the state of demand would change.) He, 
or more probably she, must somehow decide in what way to spend 
this weekly sum. The more money he spends on butter, the less is 
available for other goods. Hence his expenditure on butter can be 
said to reflect his scale of preferences as between butter and other goods. 

If we knew a person’s scale of preferences as between different con¬ 
sumers’ goods, we could predict exactly how he would distribute a 
given weekly expenditure among different goods, provided that we 
knew the price of each good. His scale of preferences is the quanti¬ 
tative expression of his tastes. 

The reader probably feels that the assumption that every consumer 
has a definite scale of preferences is not realistic. Let us consider 
some possible objections which may be urged against it. 

It may be said that a consumer’s purchases will vary with all kinds 
of circumstances, such as the climate or his state of health or the 
extent to which different goods are advertised. This is true. But we 
are regarding such a change as a change in his “tastes.” If the tastes 
of consumers change, the old demand schedule no longer applies. We 
are considering why a given demand schedule takes the form that it does. 

It may be said that even if a man’s tastes remain unchanged he will 
not order a dinner exactly similar to the one he had yesterday. All 
this means is that we must consider a period sufficiently long to enable 
him to satisfy his desire for variety in such matters as diet. 

It may be said that part of his weekly expenditure will already be 
earmarked owing to decisions he has made in the past. For example, 
he may have contracted to pay a certain weekly sum as the rent of his 
house. But he is free to spend the rest of his money as he pleases, and 
if, owing to changes in other prices, he wishes to move into a more 
expensive or less expensive house, the matter can often be arranged; 
at the worst, he must wait until his lease expires. 

It may be said that some persons buy on behalf of others. Thus 
housewives buy food for their families, parents buy clothes and other 
goods for their children, and people buy some goods to give them as 
presents to others. But this does not in the least affect our argument. 
In order to explain the formation of prices we do not need to delve 
into the motives of purchasers. We need know only how they will 
distribute their expenditure when confronted with any given set of 
prices. 

It may be said that few persons are aware of more than a portion of 
their scale of preferences. It is improbable, for example, that many 
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housewives have reflected upon how much butter they would buy per 
week if its price fell to Id. per lb. or rose to a lb., for there is no need 
to consider possibilities unlikely to arise. But I must point out that 
our assumption is that a purchaser acts as if h.G. had a definite scale of 
preferences. It is just conceivable that a person might not be con¬ 
sciously aware of his tastes. Nevertheless, we could construct the 
relevant part of his scale of preferences by observing his actions. 

The above objections to our assumption, therefore, carry little or no 
weight. If it could be proved that most people act irrationally, in that 
they spend carelessly and impulsively, following no kind of plan or 
scheme, whether conscious or unconscious, this w'ould be a valid 
objection to our assumption. But in fact most people do not behave 
like this. They cannot afford to do so. Their money incomes are so 
limited, relatively to their desires, that they are constrained to weigh 
alternatives and to think before they spend in order “to make the 
money go as far as possible.” 

Let us therefore consider a typical “rational” consumer, planning 
his expenditure. Suppose that he, or she, is careful enough to think 
about the pennies as well as the shillings. Given the prices ruling in 
the market, his problem is to distribute his expenditure among dif¬ 
ferent goods in such a way as “to get the most out of it” from the 
standpoint of his own scale of preferences. He will try to purchase 
that assortment of goods which he most prefers, out of all the possible 
assortments which he could buy with the same money. If he succeeds, 
he will have arranged his expenditure in such a way that he would 
not willingly spend a penny more on one good and a penny less on 
another. 

Another way of expressing this is to say that he tries to get as much 
utility as possible from his weekly expenditure. The word “utility” has 
no moral significance. It may be that he would obtain more nourish¬ 
ment from his expenditure on food if he bought more of some food¬ 
stuffs and less of others; it may be that he would be more healthy if he 
spent more on food or exercise and less on clothes or amusements; it 
may be that he would be more efficient if he spent less on alcohol. 
But in order to understand the world as it is, we must study how 
people in fact behave and not how we think they ought to behave. 
To say that one assortment of goods gives him more utility than 
another means nothing more or less than that he prefers the former 
assortment to the latter. 

I must now introduce the important conception of the margin. If 
our consumer distributes the limited amount of money that he has to 
spend in the way he most prefers, the marginal utility to him of a 
pennyworth of any good that he buys will equal the marginal utility 
to him of a pennyworth of any other good that he buys. If we take a 
penny as our unit, and he spends Is. a week on butter, the marginal 
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Utility to him of a pennyworth of butter is the addition made to his 
total utility by consuming 12 pennyworth of butter a week instead of 
11 pennyworth. We can say, speaking loosely, that it is the extra 
utility yielded by the last penny per week that he spends on butter: 
tliis statement is a little loose in that any pennyworth of butter is 
indistinguishable from any other pennyworth. If he could get more 
utility by spending a penny less a week on butter (which could, of 
course, be done by purchasing butter at slightly less frequent intervals) 
and a penny more on, say, tea, he has not solved his problem correctly, 
and, realizing this, he will tend to spend more on tea and less on 
butter. If he does maximize his utility, he will not wish to transfer a 
penny per week from any one good to any other. For him, that is, 
the marginal utility of all the goods that he buys (taking a pennyworth 
as the unit) will be equal. 

Now we must consider the so-called “Law” of Diminishing Mar¬ 
ginal Utility. This is a generalization arrived at by introspection and 
by observing how people behave. It states that if a consumer, with 
given tastes, increases his (weekly) consumption of one commodity 
only, the marginal utility to him of that commodity will fall relatively 
to the marginal utility of other commodities. And this will be still 
more marked if, in order to increase his consumption of that com¬ 
modity, he reduces his consumption of other commodities, for this will 
make their marginal utility to him rise relatively to that of the com¬ 
modity in question. I state the Law in this lengthy way to avoid 
implying that absolute utility can be measured. The utility yielded 
by one good is always relative to the utilities yielded by other goods. 
A consumer can and does compare utilities—that is, the utilities of 
different goods to himself—although there is no way of measuring 
absolute utility. 

In so far as most persons’ scales of preferences do conform to this 
Law, we have an explanation of why most demand curves slope down¬ 
ward. A given consumer, let us say, has equated the marginal utility 
of butter with that of the other goods that he buys. As things are, he 
will not buy more butter per week, for in order to so so he would 
have to spend less on something else, and he values the something else 
that he would have to give up more highly than the extra butter that 
he would acquire. But if the price of butter falls, the situation is 
altered. He can now get more butter for each penny than before. 
He will therefore increase the amount of butter that he buys, thus 
reducing its marginal utility to him, until the marginal utility to him of 
the new enlarged “pennyworth” of butter is the same as that of a 
pennyworth of anything else. Thus a fall in the price of a commodity 
will usually cause more of it to be sold. Whether the total consumers’ 
outlay on the commodity will be greater or less than before is another 
matter, 
o 


B.E. 
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It must be remembered that marginal, and not total, utility varies 
with relative prices. Suppose, for example, that a consumer spends 
Is. per week upon bread and Is. per week upon periodicals. This 
does not mean that the total utility which he derives from the periodicals 
is equal to the total utility which he derives from the bread. If he had 
to choose, he might prefer, say, half the bread to all the periodicals. 
But the last penny that he spends on periodicals yields him as much 
extra utility as the last penny that he spends on bread; if it were not 
so, he would spend more on bread and less on periodicals until each 
yielded him the same marginal utility. This concept of the margin 
helps to explain what has sometimes been called “the paradox of 
value.” Bread, for example, is said to more “useful” than jewellery: 
why, then, is it so much cheaper? We must look at the margin. A 
purchaser of jewellery may be spending so much already on food, 
dress, and other things, that he—or she—would rather spend, say, 
a year on jewellery than use some of that ;^10 to buy additional food, 
dress, and so on. If he had to decide between going completely 
without food and going completely without jewellery, he would 
doubtless choose the latter. But this is not the kind of choice which 
in fact presents itself. People have to choose between a little 
more of this and a little less of that, or a little more of that and 
a little less of this. They tend to equate marginal, and not total, 
utilities. 

The unit of a commodity, in this connection, must always be the 
amount which can be bought for a given unit of money, such as a 
penny. To say that a consumer equalizes the marginal utility to him 
of bread and of milk does not mean that the last loaf of bread per week 
yields him the same additional utility as the last pint of milk per week. 
A loaf and a pint are arbitrary physical units. To make a comparison, 
we must measure in terms of the limited “resource” to be distributed 
among different uses; in this case the limited resource is money, the 
different uses are different goods, and the appropriate unit is the 
pennyworth. 

Alternatively, we can take the physical units, say a pint of milk at 
6d., a pound loaf of bread at 3d., an apple at Id., and we can say that 
at the margin the utility of an additional pint of milk is equal to that of 
two additional loaves or six additional apples. This gives us the rule 
that marginal utilities are proportional to prices. 

Since utility cannot be measured—there are no units in which to 
measure it—some economists prefer not to use the word at all. Instead 
of “marginal utilities” they speak of “marginal rates of substitution” 
between commodities. But it comes to the same thing. 

The prices ruling on the market are the same for all consumers. 
Each consumer adjusts his purchases according to his own scale of 
preferences. The differences in the tastes of different consumers show 
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themselves, therefore, not in the payment of different prices per unit, 
but in the purchase of different amounts. 


6. Elasticity of Demand 

The concept of elasticity of demand relates to the extent to which the 
volume of sales will expand in response to a small fall in price. 

I have just tried to show that as a rule more units will be bought at 
a lower price. But will more money be spent on the commodity? Will 
the total outlay of consumers on the commodity, which of course is 
the same thing as the total receipts or total revenue of the sellers, be 
greater or less at the lower price? 

In our imaginary demand schedule, total consumers’ outlay increases 
—marginal revenue is positive—with each fall in price down to a price 
of lOd. a unit. Total consumers’ outlay is the same at 9d. as at lOd., 
namely 90 million pence a week: marginal revenue at a price of 9d. 
is nil. With each fall in price below 9d., total consumers’ outlay 
diminishes—marginal revenue is negative. 

This can be expressed by saying that above lOd. elasticity of demand 
is greater than unity, between lOd. and 9d. it is equal to unity, and 
below 9d. it is less than unity. 

A more exact measure of elasticity of demand, discussed in a Note 
at the end of this chapter, is the percentage increase in the amount 
bought divided by the small percentage fall in price. 

Not all demand schedules are as regular as our imaginary one. 
Some may be relatively elastic over one range, then relatively inelastic, 
then relatively elastic again, and so on. But the general rule is that 
elasticity of demand will be greater than unity at high prices and will 
sooner or later become less than unity at low prices. A fall in price 
from 18d. to 17d. requires an expansion in the volume of sales of only 
one-seventeenth to keep total outlay the same, but a fall in price from 
2d. to Id. requires the volume of sales to double. Consumers will not 
be prepared to expand their purchases by larger and larger percentages 
indefinitely. Sooner or later they will use some of the money which 
they had formerly spent on that commodity to buy something else 
instead; they will buy more units of that commodity than before, but 
their total outlay on it will be less. 

The elasticity of demand for anything is usually different at dif¬ 
ferent points on the demand schedule. Around one price, demand 
may be very elastic and around another price, very inelastic. It is 
incorrect, therefore, to speak of the demand for a commodity as being 
elastic (or inelastic). What is usually meant is that in the neighbour¬ 
hood of the prevailing price a fall in price would cause total outlay to 
increase (or diminish), and a rise in price would do the opposite. 

Given the numbers and incomes and tastes of consumers, the 
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elasticity of demand for a commodity in the neighbourhood of a par¬ 
ticular price depends upon the possibilities (as conceived by con¬ 
sumers) of substituting it for other commodities, or conversely. The 
demand for salt is probably rather inelastic, as there is no good sub¬ 
stitute for salt; that is to say, nearly as much salt would be bought if 
the price were somewhat higher, and little more if the price were some¬ 
what lower. But it is not alw’ays true that the demand for necessaries 
is inelastic and for luxuries elastic. The demand for cod depends 
largely on the price of herrings and other fish; the amount of cod 
bought is likely to vary greatly if the price of cod changes but the 
prices of other fish do not. The demand for orchids or diamonds, on 
the other hand, may be very inelastic over a certain range if buyers 
do not regard other flowers or jewels as close substitutes. The demand 
for cigarettes in general may be rather inelastic, around prevailing 
prices, but the demand for any particular brand is probably very 
elastic. > That is to say, on the usual assumption that other prices, 
including the prices of rival brands, do not change, a rise in the price 
of one brand is likely to cause a large fall in sales, and a fall in its 
price to cause a large expansion of sales, because buyers regard other 
brands as close substitutes. 

A further point is that many commodities are capalDle of a variety 
of uses. Thus the demand for coal is the sum of the deriiands of blast 
furnaces, railways, ships, gas-works, electricity-works, factories, homes, 
and so on. A fall in the price of such a commodity may cause a large 
expansion in the amount demanded for some particular use. do 
revert to butter, over a certain range a fall in its price might consider¬ 
ably expand the demand for butter for cooking purposes. This, how¬ 
ever, would take place at the expense of such fats as lard and mar¬ 
garine: cases of this kind form no exception to our generalization that 
elasticity of demand depends upon the possibilities of substitution. 

Note 

The Measurement of Elasticity of Demand 

The elasticity of demand at any price can be measured by the per¬ 
centage increase in the amount demanded which would result from a 
fall of 1 per cent in that price; or, more generally, by the percentage 
increase in the amount demanded divided by the (small) percentage 
fall in the price.^ For example, if a fall of 1 per cent in price expands 
sales from 1,000 to 1,020, or from 2,000 to 2,040, per unit of time, the 
elasticity of demand at that price is 2; if a fall of 2 per cent in price 
expands sales from 1,000 to 1,010, the elasticity of demand at that 
price is J; if a fall of | per cent in price expands sales from 50 to 55, 
the elasticity of demand at that price is 20. 

^ We owe this concept to Marshall {Principles of Economics^ p. 102). 
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The result obtained by applying this method may be different from 
that obtained by noting the change in total consumers’ outlay. Sup¬ 
pose that a fall in price of 10 per cent (from 100 to 90) causes sales to 
expand by 10 per cent (from 100 to 110). Elasticity of demand, mea¬ 
sured by the above method, is exactly 1. But total outlay has fallen 
(from 100x 100=10,000 to 90x 110 = 9,900). The divergence arises 
because the notion relates strictly to elasticity at a point and not over a 
finite range of pricc.^ (The two measures would correspond, over a 
finite range of price, if the percentage fall in price were measured on 
the basis of the lower price. For example, if we call a fall in price 
from 100 to 90 a fall of one-ninth, then an expansion in sales of one- 
ninth will make total outlay exactly the same at a price of 100 as at a 
price of 90; and if we call a fall in price from 2d. to Id. a fall of 100 
per cent, an expansion of sales of 100 per cent will exactly maintain 
total outlay.) 

In order to show ^ how the elasticity of a demand curve at a point P 
can be measured, let us take another point P\ on the same demand 
curve, just below P, and join the two points by a straight line which 
cuts the T axis in t and the A" axis in T, 


Y 



At a price of AIP the amount demanded is OAI, 

At a price of M’P’ the amount demanded is OM\ 

Call PP, the fall in price, p. 

Call RP\ the increase in sales, q, 

^ On this whole subject see “The Diagrammatical Representation of Elasticity of 
Demand,” by A. P. Lcrner, in The Review of Economic Studies^ Vol. I, No. 1. He 
shows how this divergence can be avoided by an appropriate measure of “arc 
elasticity” (over a finite range of price). 

® Adapting the proof given by Marshall in his Mathematical Appendix. 
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The elasticity of demand is the proportionate increase in the amount 
demanded, ? divided by the proportionate fall in price, * 


q . p q PM q PM 

The little triangle PRP' is similar to the large triangle PMT, 
q MT q PM MT PM MT 

When the distance between P and P' is diminished indefinitely, the 


two points coincide and Tt becomes the tangent to the demand curve 
at P. 


Y 



QUANTITY 


The elasticity of demand at P = 


MT 

OM’ 


which is the same as - or 

of 


TP 

'Pt 


Thus any straight-line demand curve tT^ cutting the Taxis in t and 
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the X axis in 7”, will vary in elasticity (however steep or gentle its 
slope) from infinity at t down to zero at T. One-third of the way 
down its elasticity will be 2; half-way down it will be 1; two-thirds of 
the way down it will be i; and so on. 

Parallel demand curves will have different elasticities at the same 
price; for example— 


PRICE 


If the elasticity of demand is equal to unity at any price, so that 
total consumers’ outlay is always the same, the demand curve will be 
a rectangular hyperbola, ^ch as any of the curves below. 

Y 


PRICE 





CHAPTER XIV 


SUPPLY: GENERAL CONSIDERATIONS 

1 . The Meaning of Supply 

In ordinary speech the term “supply” may have any of several dif¬ 
ferent meanings. It may mean the total stock in existence. The 
term is often used in this sense when the total stock cannot be increased, 
or can be increased by only a small percentage, during the next year 
or two. Thus the supply of Cezanne pictures may mean all the pictures 
ever painted by Cezanne and known still to be in existence, and the 
world supply of gold may mean the total amount of gold which has 
been extracted from the mines and rivers and is still in existence, for 
the annual output forms only about 3 per cent of that total. Again, 
the supply of anything which is currently produced may mean the 
normal output per unit of time. Thus it may be said that the world’s 
supply of wheat is over 200 million tons a year. The term is more 
likely to be used in this sense if stocks are small, as arc stocks of wheat, 
compared with the annual output. But supply may mean also the 
amount offered for sale per unit of time. This is the meaning that is of most 
use in economic analysis and that economists therefore adopt. 

The general supply-and-demand explanation of how prices are 
formed applies both to goods and services that are currently produced 
and to those that are not produced, such as labour services, and loans 
of money, and land. For the former group there is clearly a close 
connection between the amount produced and the amount offered for 
sale over a period. The following three chapters discuss production, and 
costs of production, as affecting supply. I now ask the question of 
how and why differences may arise between the amounts produced and 
the amounts supplied (that is to say, offered for sale). There are three 
sources of such differences. 

In the first place, there may be additions to stocks, or sales from 
stocks. A temporary surplus may be stored by producers or dealers 
or others who hope to sell at a higher price later on, and a temporary 
shortage may be partly relieved by sales from stocks. The producers 
of a commodity which can be stored and which is subject to wide 
fluctuations in price may create a buffer stock in order to try to stabilize 
the price within limits, buying for the buffer stock when the price is 
below a certain level and selling from the buffer stock when the price 
is above a somewhat higher level. Such a buffer stock was created 

19 a 
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for tin in 1939,^ but there are few other instances. It is difficult for pro¬ 
ducers and consumers to agree on fair price limits; financing the buffer 
stock may be expensive; and it is difficult to hold a “floor” price by 
continuing to buy for the buffer stock when output is considerably 
above the amount demanded, and remains so, or to hold a “ceiling” 
price when demand is considerably above current output.^ Again, 
Governments may hold strategic stocks as a precautionary measure 
against a possible shortage due to war. Purchases by the United 
States Government for its strategic stock-pile were a main factor in 
the price rises of certain metals and other materials during 1950 and 
1951. But as a rule, if present prices have been prevailing for some 
time and are not expected to change, any significant alteration in the 
volume of stocks is unlikely. In the long run, output and supply will 
not diverge from one another appreciably owing to changes in stocks. 

In the second place, output will exceed sales by the amounts which 
producers consume of their own products. These amounts are large 
enough to be significant mainly for foodstuffs such as fruit and vege¬ 
tables and eggs and fish produced by small farmers and others, largely 
for their own needs. Whether an individual producer will consume 
more or less of his own products when their prices are high depends 
on what they are. We can think of producers as having a demand 
for their own products. People tend to consume more of some com¬ 
modities and less of others when their incomes go up. They tend to 
consume more luxuries and semi-luxuries and less of the cheapest 
foodstuffs, which give them more nourishment for their money but 
which they do not find so appetizing. Butter is in the former category. 
Dairy farmers and their families are themselves consumers, or potential 
consumers, of butter. When the price of butter is low, their incomes 
will be low, and they may decide to sell nearly all their butter for 
cash and to consume cheaper fats, such as margarine, at their own 
table. When the price of butter is high, and they expect it to remain 
high, they may feel that they can afford to consume more of their own 
butter instead of selling it. (Nevertheless the total supply of butter 
may be greater at a higher price because the higher price stimulates 
an expansion of dairy-farming: more factors of production enter the 
industry.) Other commodities (for example, tapioca) fall into the 
latter category, and most growers may decide to sell more of them 
when their prices are high, themselves switching partly to other food¬ 
stuffs (such as rice or wheat flour). 

In the third place, products such as fresh fruit and vegetables and 
fish are perishable. Part of the output of such products may be dam¬ 
aged in transit or handling, or may go bad, before it can be sold retail. 
In some countries the loss on goods such as tomatoes, which are easily 

^ And appears likely to be created again in 1955. 

* Sec Chapter XIX, Section 5. 
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squashed, is as high as 20 per cent. In the tropics, even commodities 
such as wheat flour and condensed milk will not store for long. 

Despite these three points, there is a close correspondence for most 
products and a rough correspondence for others, over a period, between 
variations in output and variadons in supply. The reader should bear 
these points in mind if he is making a forecast of the future supply of 
some particular commodity, but for our present purpose of giving a 
general account of how prices are formed we can treat the supply of 
goods that are currently produced as equivalent to their output just 
as we treated demand as equivalent to consumption. 

2 . Opportunity-Cost 

We have just seen that demand can be explained by the scales of prefer¬ 
ences of consumers with given incomes and that marginal utilities will 
be proportional to prices. Is there some similar comprehensive 
generalization that can be made about supply? 

There is such a generalization, but it is by no means universally 
true. It would be true under perfect competition, which is discussed 
in the following chapter, but it is not necessarily true under monopoly 
or imperfect competition, which are discussed in the two subsequent 
chapters. The generalization is that prices tend to reflect opportunity-costs. 

When we discussed demand, we saw that each consumer considers 
the possibility of substituting a little more of one good for something 
else which he might give up, until he arrives at an assortment of pur¬ 
chases that he prefers to any other assortment which he could buy with 
the same money. The notion of opportunity-cost is a corresponding 
notion about supply. It relates to the possible substitution of alter¬ 
natives in the assortment of goods and services produced. 

If there is full employment, then more of some commodities can 
be produced only at the cost of producing less of others. If it would 
be possible, by reshuffling factors of production among industries, to 
produce an extra amount X of one commodity at the cost of pro¬ 
ducing a smaller amount T of another, then the opportunity-cost of T 
is X, 

If consumers prefer X to T, they will pay more for X than for T, 
Firms in the X industry will find it profitable to expand their output 
and new firms may enter that industry, whereas the T industry will 
tend to contract. The X industry will offer more employment oppor¬ 
tunities for workers and other factors than the T industry, and factors 
of production will tend to move out of the latter and into the former. 
This movement of factors will continue until equilibrium is reached, 
and this will happen when no factors can produce a greater value by 
moving into some other field—in other words, when prices reflect 
opportunity-costs. 
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The opportunity-cost of anything is the next-best alternative that 
could be produced instead by the same factors or by an equivalent 
group of factors, costing the same amount of money. I add this 
qualification for the sake of realism. If a farmer is producing wheat, 
the opportunity-cost of the wheat may be the barley or sugar-beet or 
potatoes which he could grow instead. He may be able to use the same 
land, the same workers, the same machines, the same fertilizers, for 
the alternative crop, but there are likely to be some differences—for 
example, he will need a different type of seed. An engineering firm 
may change over from one type of product to another without any 
changes in its plant and equipment or in its workers, but it may need, 
for example, somewhat different materials. An expansion of one 
industry—say, engineering—combined with the contraction of another 
—say, cotton textiles—will be more complicated. A number of 
factors will be common to both industries, and easy to transfer. For 
example, the railways can easily carry more engineering products and 
fewer cotton textiles. More electric power or coal can be supplied to 
the one industry and less to the other. Relatively unskilled workers, 
or workers such as clerks and lorry-drivers, can be employed in either 
industry. But different materials will be needed—less cotton and more 
steel—and perhaps a different type of technician, and perhaps some 
extra special equipment, in order to produce more of a quite different 
product. 

Nevertheless the reasoning remains valid. Workers and other factors 
of production will tend to be employed where their services are most 
valuable. This tendency may be frustrated or checked by monopoly 
and other obstacles, but it will operate to make prices reflect oppor¬ 
tunity-costs. To take a simple example, if the same collection of factors 
could build either twenty houses or a school, the price of the school will 
tend to be twenty times the price of each of the houses. 

The money cost of producing a little more of a product is known as 
its marginal cost of production. If the same, or an equivalent, collection 
of factors could produce either X or T, then the costs of production of 
X and T are the same: they are made up of the prices paid to the 
factors used in producing them. We thus come back to the rule, 
which we noted in C4hapter XII, Section 5, that prices will tend to be 
proportional to marginal costs. But I must repeat that this rule may 
not apply where there is imperfect competition, as we shall see. 

3 . Supply Schedules 

Suppose that the price of the commodity—say, butter—to which our 
demand schedule relates is 12d. a unit and that 7 million units a week 
are offered for sale, and bought. If the price were to settle at 13d., 
instead of 12d., a unit, it may be that some larger number of units, 
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perhaps 1\ million, would be offered for sale each week. If, on the 
other hand, the price were to settle at lid., perhaps only 6^ million 
units a week would be offered for sale. 

In the short run, and in the absence of excess capacity, it is probable 
that more would be supplied only if die price were higher. For, owing 
to diminishing returns, the marginal products of the workers and other 
factors would fall as more of them were employed on the same farms 
or mines or in the same plants, and therefore marginal costs would 
rise. 


Thus a portion of the supply schedule for butler might read as 
follows, altliough no doubt in practice it would not be so regular as in 
this made-up example— 


At a price of 14d. a unit, 8 million units a week would be offered for sale 
13 35 13d. ,, 72 ,, ,, ,, ,, ,, ,, }> j3 


12d. „ 7 „ 

lid. „ 6i „ 

lOd. „ 6 „ 


>j >> >3 »> j) 

J) 53 J> 53 >> 

>3 33 33 33 33 


If we look at this schedule side by side with the demand schedule, it is 
clear that the only possible equilibrium price is Is. a unit. At this 
price, the same amount will be supplied as is demanded (namely, 
7 million units a week). At a higher price, supply would exceed 
demand and stocks would pile up. At a lower price, there would be 
unsatisfied buyers able and willing to pay more rather than to go 
without their butter. 

A supply schedule can be depicted graphically as a supply curv^e, 
sloping upwards to the right. The equilibrium price will be where 
the two curves cut one another, the price at which the amount offered 
for sale equals the amount bought. The elasticity of supply is measured 
by the percentage increase in the amount supplied divided by the 
(small) percentage increase in the price that induces that extra amount 
to be offered for sale. 

At this stage, however, I must point out a number of difficulties in 
the concept of a supply schedule. I have already assumed away one 
difficulty by supposing that the supply of a good which is currently 
produced may be taken as equivalent to its output. But there are 
several others. 

The most formidable springs from monopoly and imperfect com¬ 
petition. Many sellers can fix their own prices and at these prices 
they are prepared to sell as much or as little as the public cares to buy, 
although they may try to increase their sales by advertising. This 
may seem to make nonsense of the whole concept of a supply schedule. 
However, as I shall try to show in Chapters XVI and XVII, the 
prices fixed are not entirely arbitrary and may alter from time to 
time; the amounts supplied do in fact bear some relation to costs of 
production. 
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How long a period of time is supposed to elapse between a change 
in price and a corresponding change in the amount supplied? A large 
expansion in the output of an industry may take a considerable lime. 
More workers have to be attracted and trained; fixed capital, such as 
plant and equipment and livestock, has to be increased. The longer 
the period, the more complete will be the adjustment to either a rise 
or a fall in the price of the product. The short-run supply curve may 
look very different from the long-run supply curves; usually it will be 
much steeper. This question is discussed below under the heading of 
“The Element of Time.” 

What assumptions do we make, when drawing up a supply schedule, 
about what happens to other prices? I think we must assume that the 
general levels of wage-rates, interest-rates, prices of equipment and 
materials, all remain unchanged. But it would be unrealistic not to 
take account of changes in prices that are a direct consequence of the 
expansion or contraction of the industry which we are considering. 
For example, a large expansion or contraction in the cotton textile 
industry is likely to affect the price of cotton, although here again the 
short-run effect may be different from the long-run effect. I discuss 
such changes below under the heading of “External Economies and 
Diseconomies.” 

A good deal of production is in fact joint production. It is quite 
exceptional for a firm to produce only one commodity. Changes in 
the output of one commodity may affect the output and the costs of 
production of other commodities which are produced in conjunction 
with it. I have taken butter an an example. A great deal mere 
butter could be produced very quickly by selling less milk as liquid 
milk or by making more butter and less cheese and other milk pro¬ 
ducts. I discuss this question below under the heading of “Joint 
Supply.” 

Again, the output of some commodities depends partly on external 
influences. This applies especially to agricultural products. The 
weather plays a large part in their yield, especially in districts subject 
to drought and extreme cold, and especially for tree crops. It is true 
that the probable variation, from one year to another, in the yield of 
any product will be greater for any particular farm than for the 
country as a whole, and least of all for the world, because the good 
yields of some farms or districts will offset the poor yields of others. 
Nevertheless an unusually good or bad harvest may upset all calcula¬ 
tions. When such a change takes place, the existing supply schedule 
no longer applies and must be replaced, at least for the time being, by 
a new one. 

All these difficulties arise because the real world, which we are 
trying to explain, is complex. It is difficult to make valid generaliza¬ 
tions about it. Every commodity or service has its own special features. 
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If we wish to study one particular commodity and to make a realistic 
appraisal of its conditions of supply, we have to learn the relevant 
facts. But the general training given by a study of economics is a 
valuable foundation for this type of research. The concept of a supply 
schedule does help us to understand how prices are formed, and how 
the price system works, in spite of the various difficulties which I have 
just set out. 


4 . The Element of Time 

Suppose that there is an increase in the demand for some product. 
The old demand curve DD is replaced by a new demand curve 
to the right of the old one. How will the supply adjust itself to this 
change? 

That depends on what the product is. It is easy to produce more 
of one commodity and less of another if both are made by the same 
firms with the same fixed capital and the same labour. It is easy, for 
example, to produce more steel bars and fewer steel plates, more cloth 
of one design and less of another, more butter and less cheese. Let 
us suppose, however, that there is a general increase in the demand 
for all types of steel products, or cloth, or dairy products, so that easy 
adjustments of this kind are ruled out. 

There is often a certain amount of excess capacity, especially for 
manufactured goods. Let us suppose, however, that the increase in 
demand is a large increase and cannot be met merely by working 
existing plant and equipment a little harder. In that event the prices 
of the products will be forced up, as steel prices were forced up in 1951, 
in order to restrict the amount demanded to the amount which can be 
produced. 

The short period is a period of time too short to permit of any sub¬ 
stantial increase in the specialized fixed capital of an industry or in 
the numbers of specialized workers, who take some time to train, 
attached to that industry. In the short period, therefore, a large 
increase in output is not physically possible. Some increase, however, 
can be obtained. There is a fixed amount of plant, but more workers 
can be employed on it. There is a fixed number of dairy cattle, but 
they can be fed better in order to increase their yield of milk. Clearly 
such increases will diminish the marginal products of the workers (or 
of whatever factors are increased) owing to diminishing returns, and 
marginal costs will rise. Hence the short-run supply curve will slope 
upward even if wage rates and other factor prices do not change. But 
in practice an expanding industry may have to pay somewhat higher 
wages (or, what comes to the same thing, pay standard time-rates to 
workers of less than normal efficiency) in order to attract more labour, 
and possibly higher prices for some of its other factors, such as materials 
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or fertilizers. This will make marginal costs increase still more; the 
short-run supply curve may slope upward quite steeply. 

The long period is a period long enough to permit full adjustment to 
be made, long enough to allow all the additional fixed capital that 
may be needed to be produced and installed, long enough to permit 
all the additional skilled workers who may be needed to be trained 
and attracted to the industry. 

If other circumstances, such as the general level of incomes and 
prices, remain the same, there is no obvious reason why the output of 
a particular product should not eventually become twice as great, or 
twenty times as great, as at present and still be supplied at the present 
price. 

It is true that the industry will need more workers and other factors 
of production. But other industries will need less. If incomes are the 
same, a larger expenditure on this product implies a correspondingly 
smaller expenditure on other products. Once equilibrium has been 
reached, this industry need pay no more than any other for the same 
factors. It may have paid more for some factors when it was expand¬ 
ing, but it is no longer expanding; it has increased its capacity and is 
providing a larger, but steady, volume of output. 

There is no reason why marginal products should be smaller than 
now, for enough time has elapsed to install all the extra fixed capital 
needed to re-establish the old proportions between the various factors. 

However, there are exceptions. The industry may need a special 
type of factor which is physically limited in amount. For example, 
only a certain amount of land is suitable for growing cocoa. A large 
permanent increase in the demand for cocoa may permanently raise 
its price because more of such land cannot be produced. The same 
applies to some minerals (for example, tin) of which the deposits are 
limited. On the other hand, a very large expansion of output may 
make possible the use of “indivisible” plant, as it did for motor-cars 
(the indivisible element being the conveyer system) and thus lead to a 
reduction in costs and prices. 

The following diagram shows two short-run supply curv^es and a 
long-run supply curve. 

The first position is that OQ, is both supplied and demanded at a 
price of P, Demand increases from DD to D^D^. The short-run 
supply curve is S^, In the short run, output expands to OQ^i, and the 
price rises to (This has the effect of keeping down the amount 
demanded to the amount that can be supplied, namely OQ,i.) In the 
long run, a new equilibrium position will be reached, with output 
much greater (OQ^g) price (Pg) ^ little higher than P. 

If this new equilibrium position were reached, there would be a 
short-run supply curve (^’'g) passing through Pg and sloping upwards 
fairly steeply, like S^, 
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The long-run supply curve S^Sj^ joins together all the equilibrium 
points, such as P and Pg- equilibrium position such as P or 

Pg there is a corresponding short-run supply curve. 

The conception of equilibrium, and of a long-run supply curv^e, is 
useful. But in practice equilibrium is seldom or never reached. The 
long period may be very long. It varies considerably between indus¬ 
tries. It may take only a year or so to put up new factories and plants 
or to grow a different type of crop. But a large integrated steel¬ 
works, for example, may take several years to build. Most tree crops, 
coffee and cocoa and citrus, and palm oil and coconuts and rubber, 
take five to seven years before the new trees begin to yield. Trees used 
for timber, especially hardwoods, may lake much longer. It is very 
likely that during such an interv^al changes may take place in the con¬ 
ditions of supply; for example, there may be a general increase in wage 
rates, or there may be technical progress. The present short-period 
supply curves and the present long-period supply curves are no longer 
valid; they must be replaced by new ones. Equilibrium is a goal 
towards which movement is always taking place, but it is a goal which 
is constantly changing. 

But suppose the conditions of supply remain the same. Then 
between the present equilibrium position at P and the new equilibrium 
position at Pg there is a kind of no-man’s land. As time goes on, fixed 
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capital will gradually increase, and more skilled workers will gradually 
be trained. Capacity will expand. Output will increase towards 
the price will fall from Pi towards P 2 - This is the usual situation; some 
industries are expanding and some contracting; equilibrium has not 
yet been attained. And, if I may venture a personal opinion, I hope 
it never will be. For equilibrium means that nobody has any incen¬ 
tive to do anything different from what he is doing. It means 
stagnation. 

When an industry contracts, the “long period” may be quite dif¬ 
ferent from when it expands. If the fixed capital, or enough of it, can 
easily be converted to some other purpose which is now more profit¬ 
able, if some of the skilled workers can find jobs elsewhere at which 
they can now earn more, the transition may be quite rapid. For 
example, if there were a fall in the demand for dairy products, some 
of the cows could be slaughtered and sold for meat. But if the fixed 
capital is specific, of little use for any other purpose, it may continue 
to be used so long as it yields any return at all. Indeed, for a time 
some fixed capital may be worked, in order to keep the business going 
in the hope that demand will revive, even if prime costs are not 
covered. In such circumstances, adjustment may take place only 
slowly, as existing fixed capital wears out and is not replaced. In the 
language of diagrams, the short-run supply curve may slope steeply 
below P as well as above P; in the short run the fall in price may well 
be greater, and the contraction of output may be much smaller, than 
in the long run. 


5 . Price with a Fixed Stock 

I have been treating supply as equivalent to output. Let us consider 
some instances where the qyantity available is more or less fixed. 

The stock of some things cannot be increased. Thus there may be 
exactly a thousand copies in existence of the first edition of a particular 
book. More copies could be printed, but tliey would not be genuine 
first editions. The stock of some things is unlikely to be increased, and 
can be assumed to be fixed. Thus there may be exacdy one hundred 
thousand ordinary shares of a particular company and, unless the com¬ 
pany decides to increase its ordinary share capital, no more shares will 
be issued. Again, some things which are currendy produced are very 
durable, like houses, and—especially if they take a considerable time 
to produce—current output may form only a small proportion of the 
existing stock. In so far as the exisUng stock cannot be appreciably 
increased in the near future, it can be assumed to be practically fixed 
for the dme being. 

Dealers or speculators may buy such things in the hope of selling 
them subsequently at a profit, but ulumately the demand for them 
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comes from people who want to possess them or to use them. Thus 
the demand for houses comes, ultimately, from those who want to live 
in them. If the state of demand does not change, speculators for a 
time may buy and sell to one another, but there will be no profits for 
speculators as a whole, and after a time it will probably be realized 
that demand is not likely to increase, and this will make speculation 
die down. I shall therefore consider only the ultimate, and not the 
speculative, demand. 

The problem is to explain what determines the price per unit of a 
fixed stock if demand remains unchanged. Of course, if the different 
units are not homogeneous, they may have different prices. One 
house may sell or rent for less than another which is larger or more 
attractive or better situated; the two houses are really different com¬ 
modities. But if different houses are fairly close substitutes, so that 
their prices tend to rise and fall together, our explanation will apply 
to what may be termed “the general level” of house prices. I shall 
take as an illustration the thousand copies of the first edition of a par¬ 
ticular book, assuming that any copy is indistinguishable from any 
other and that the market is practically perfect. 

Under these conditions there will be only one price for a copy of 
this first edition. But after a time no transactions will take place. 
Everybody who would be prepared to sell at that price will already 
have sold; everybody who would be prepared to buy at that price will 
already have bought; and, by hypothesis, the state of demand remains 
unchanged. The price would thus be the price which any possessor of 
a copy could get if he chose to sell it. 

Every owner of a copy is a potential seller, but there is a price 
below which he will not sell. This price may be called his reserve price. 
If his reserve price were ^flOO, and his copy were put up to auction 
and the highest bid was £99, he himself would bid £99 10s. rather 
than part with his copy. Of course, different owners have different 
reserve prices, and if a man owns several copies he might be prepared 
to sell one copy more cheaply than the second, and so on. 

Now let us go back to the time when transactions in copies were 
taking place, before the price settled down. Each owner of a copy at 
that time had his reserve price. Assuming that he would have been 
prepared to sell at his reserve price, we could construct a supply 
schedule from these reserve prices. Suppose that the highest reserve 
price is that of say, £200; that the next highest is that of say, 
£190; that the next highest is that of C, who wants at least £185; and 
so on. Suppose that the lowest price is that of who wants only £50; 
the next lowest is that of T, who wants only £55; and so on. The 
supply schedule would show that at a price of £50 one copy (that of 
Z) would be offered for sale, at a price of £55 two copies (those of ^ 
and T), and so on, concluding by stating that at £185, 998 copies, at 
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999 copies, and at £200, the whole thousand copies would be 
offered for sale. 

Against this supply schedule we could set a demand schedule made 
up of the demands of all those who do not possess copies or who wish 
to buy additional copies. The equilibrium price could be shown on a 
diagram as the point at which the supply curve cuts the demand 
curve. 

Another way of discovering the equilibrium price would be to lump 
together the reserve prices of the various owners and the demand 
prices of the would-be purchasers to form a combined demand schedule. 
For the reserve price of a potential seller (or, more strictly, a fraction 
below it) can be regarded as the price at which he “demands” his 
own copy. 

Suppose, for example, that the would-be buyer with the highest 
demand price is A\ who would give £200^ the next highest demand 



price is that of who would give £^198, and the next highest is that 
of C', who would give £190. The combined demand schedule would 
begin by saying that at a price of £200 two copies would be demanded 
(one by A and one by ^'), at a price of 198 three copies (by A, A\ 
and B'), and at a price of j(^190 five copies (by A, A\ B', C', and B). 
But there is no reason why any of these should pay such a high price, 
for there are plenty of sellers willing to sell for less. If the market is 
perfect, the price will settle down at tlie level just low enough to enable 
all the thousand copies to find permanent homes. This is shown in 
the above diagram. The vertical line SS represents the fixed stock of 
a thousand copies. The curve DD represents the combined demand 
schedule. The price, OP, will be that at which DD cuts SS. It is 
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obvious that if the fixed stock were smaller, the equilibrium price would 
be higher, and that if the fixed stock were greater, the equilibrium 
price would be lower. Given the state of demand, the price will 
depend on the size of the fixed stock—diagrammatically, that is, on the 
distance from OT the vertical line SS, 

Similar reasoning may apply to a local market for fresh fruit or fish 
which will go bad if kept till tomorrow. If the whole amount must 
be sold today, the price will depend on the size of that amount and on 
the demand. Sellers might begin by asking yesterday’s prices. But 
if their stocks were selling slowly, they would ask less in order to get 
rid of them, and if sales were brisk, they might feel that they could 
ask more. 

In fact, however, large variations in price (except for higher prices 
at the beginning and end of the season for a particular fruit or vege¬ 
table) are unlikely from one day to another. If there is a large catch 
of fish, more will be preserved in “deep-freezes,” or sold for canning 
or smoking, and the amount offered for sale fresh will not be great 
enough to bring down the price very much. When fruit is plentiful, 
more will be sold for jam-making or preserving. 

A large annual crop of anything will tend to reduce its price and a 
small one to raise it. But alternative uses may limit the extent of year- 
to-year fluctuations in price. For example, if vegetables are very 
cheap, they may be fed to liv^estock instead of being thrown on the 
market, and grain can 13C used for making industrial alcohol, or even 
for fuel. 


6. External Economies and Diseconomies 

A large expansion of an industry means a corresponding expansion in 
its demand for the services and materials and other factors of produc¬ 
tion that it uses. This may enable some of them to be supplied more 
cheaply. For example, the total cost of providing market information 
is much the same whether it is provided for a large industry or for a 
small one, so that the cost per unit of output falls as the industry grows. 
Again, the special equipment needed by the industry may be cheaper 
to produce if it is produced on a large scale. Some firm (either inside 
or outside the industry) may buy the “waste” of the industry and 
process it into various products when there is enough of it to make it 
worth while to set up plants for this purpose. 

Such economies are known as external economies because they are 
external to any particular firm in the industry. Each firm may assume 
that it will have to pay current prices for its factors if it expands its 
output. But in fact, if a number of firms expand, and new firms come 
in, some costs may fall (or, as with the utilization of waste, receipts may 
increase) owing to the growth of the industry as a whole. 
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All such economies are economies of large-scale production and 
therefore, as explained in Chapter VIII, Section 3, they arise from 
indivisibility. They are external to the industry, but they are internal 
to the firms that make the equipment, provide the information, utilize 
the waste, and supply any other services which are cheaper because 
the demand for them is greater. 

On the other hand, there may be external diseconomies. For example, 
the growth of an industry may permanently raise, rather than lower, 
the prices of some of its materials. The growth of the chocolate indus¬ 
try may raise the price of cocoa and the growth of the canning industry 
may raise the price of tin. In the short run, the growth of an industry 
may raise the wages of skilled workers who take some time to train. 

The contraction of an industry may have the opposite effects. But 
firms that have set up specialized fixed capital in order to supply the 
needs of a particular industry will probably go on doing so until their 
fixed capital wears out. If the industry is localized, its growth may 
have led to improved transport facilities (an external economy); the 
roads and the railways will remain although the industry provides 
them with less traffic than before. 


7. Joint Supply 

Two or more different goods are often produced together. Thus wool 
and mutton are joint products of sheep, and beef and hides are joint 
products of oxen. The less valuable product of a process is often 
termed a by-product. Thus the main product of a coke-oven is metal¬ 
lurgical coke; the coke-oven gas which is also produced is regarded as 
a by-product. On the other hand, the main product of a gas-works 
is gas, and the gas-coke which is also produced is regarded as a by¬ 
product. Many chemical land other processes yield a whole range of 
by-products, although further separate treatment is often needed to 
turn a by-product into a form suitable for use or sale. All the by¬ 
products, taken together, may be nearly as valuable as the main pro¬ 
duct. For example, the combined value of the by-products of the 
Chicago stock-yards approaches the value of the meat. 

It is usually possible to change the proportions in which the different 
goods are produced, although this sometimes involves changing the 
type of equipment used, or the type of animal that is bred, and may 
therefore take some time. For example, before the development of 
cold storage, sheep were bred in New Zealand mainly for their wool. 
When it became possible to export mutton, the price of New Zealand 
mutton rose relatively to the price of wool, and cross-bred sheep, 
yielding more mutton but less wool, and wool of a poorer quality, were 
largely substituted for merinos. 

In a few instances the proportions cannot be varied. For example, 
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the cotton plant yields about 2 lb. of cotton-seed for every 1 lb. of 
cotton lint (raw cotton). This means that the “unit” produced by 
the cotton-grower must be regarded as 1 lb. of lint plus 2 lb. of seed. 
(In practice, he may attribute all his costs to cotton and add the 
receipts from cotton-seed to his receipts from cotton.) But the demand 
for cotton lint is quite separate from the demand for cotton-seed. 
Each has its own uses and its own demand schedule. Thus, if an 
increased demand for cotton causes more cotton to be grown, it will 
inevitably cause twice as much extra cotton-seed to be produced, and 
if the state of demand for cotton-seed remains the same, its price will 
fall. Supply can adopt itself to demand only within the limits imposed 
by Nature. 

An important instance of fixed proportions is the outward and 
homeward journeys of a railway wagon or a lorry or a ship which goes 
from A to B and then must return to A. Here the unit is the round 
trip. The demand may be much greater in one direction; if so, the 
tendency will be to charge lower rates for the other half of the round 
trip in order to sell space which would otherwise be empty. 

Many farms produce a number of different products, and do not 
specialize entirely on one, such as wheat, or on joint products in the 
strictest sense, such as wool and mutton. Bacon and butter go to¬ 
gether in Denmark; the skim-milk is fed to pigs. The dung of grazing 
animals may fertilize the fields where potatoes are to be planted. The 
tops of sugar-beet can be fed to cattle. Corn crops, which take 
nitrogen from the soil, can be followed by leguminous plants, which 
put it back. Root crops and cereal crops use labour at different times 
of the year. 

The economy of a mixed farm may rest, therefore, on a certain 
combination or rotation of products. It is possible to vary its output, 
producing more of a product that has risen in price. But the farmer 
has to take into account not only the direct costs of producing more 
of that product but also any indirect effects, favourable or unfavourable, 
upon the costs or outputs of other products which he produces also. 

A somewhat similar problem may face a large department store. 
One of its departments, for example, the restaurant or the library or 
the hairdressing saloon, may be working at a loss. But it may attract 
so many customers to the store that it is worth while to go on running 
it at a loss. 

These illustrations show once again how difficult it is to make 
generalizations that cover all the complexities of the real world. But 
that is the task of economics; we must cope with it as best we can. 
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SUPPLY UNDER PERFECT COMPETITION 

1. The Assumptions of Perfect Competition 

In order to draw clear-cut conclusions we must make clear-cut assump¬ 
tions. We can show what would happen under those assumptions: 
they provide us with a model. When we tackle some actual problem, 
we can see in what ways the facts differ from the assumptions of our 
model and lead to conclusions different from those provided by the 
model. 

One important model is perfect competition. This is a state of 
affairs that is often approached, more or less closely, in agriculture 
and in some other fields of economic activity. 

There are many firms. The output of each firm is so small in rela¬ 
tion to the total output of the industry that it considers, and with 
reason, that variations in its own output will have no effect on the 
price of its product. In the language of diagrams, the demand curve 
for that product—wheat, for example—may slope downwards quite 
steeply. But each firm—each individual wheat-farmer—can produce 
and supply more wheat without any effect on the market price of 
wheat; a few hundred bushels more or less will make no difference to 
a world output of over 200 million tons. For each individual firm, 
therefore, the demand for its output is infinitely elastic. It is repre¬ 
sented on a diagram by a horizontal line at the height of the ruling 
market price, indicating that the firm can sell as much or as little as it 
pleases without affecting that price, which is something quite outside 
its control. 

In such circumstances, there is of course no point in advertising by 
any individual firm (although they might all agree to contribute to 
co-operative advertising to promote the sales and keep up the price 
of the product), and if an individual firm does advertise, then it is not 
working under conditions of perfect competition. 

A similar assumption is that a firm can employ as many or as few 
factors of production as it pleases without affecting their prices. This 
assumption may appear less realistic. If there is full employment, a 
firm may have to offer some extra inducement to attract more workers. 
However, if changes in the demand for different products lead to a 
fairly large and frequent turnover in the labour market, it may be true 
that any one firm could engage additional w'orkers, at present wage 
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rates, without much difficulty. Anyway, that is what perfect com¬ 
petition assumes. 

The market for the product is supposed to be perfect. This is usually 
true of commodities that can be graded and that are sold in substantial 
amounts every day. 

Another assumption, also realistic for a great deal of economic 
activity, is that new firms are quite free to enter the industry. This 
assumption becomes relevant when we consider what happens over a 
period of time long enough for new fixed capital to be produced or 
for land to be adapted to different purposes. 

In fact, most firms produce several products, and this helps them to 
adapt their output to changes in demand. But it is usual to simplify 
the discussion by supposing that each firm produces only one product. 


2 . Fixed Costs and Variable Costs 

The fixed costs of a firm are those costs that do not vary with the size of 
its output. They are the same—so many pounds sterling a year— 
whether its output is large or small. For example, the money which a 
firm sets aside to form a reserve for depreciation on its fixed capital 
is a fixed cost. It is true that the buildings, plants, and machinery 
may wear out a little sooner if they are worked harder (in order 
to produce a greater output), but such small differences in the probable 
life of the assets are usually neglected; moreover, the depreciation 
reserve is usually planned to cover obsolescence as well as physical 
wearing-out. Another fixed cost is the salary of the manager, and 
indeed the whole of the salaries of the managerial and office staff, 
provided that the same staff could cope with a larger output and that 
none of them would be dismissed if output were smaller. 

The variable costs of a firm are those costs that do vary with the size 
of its output. They consist mainly of wages and of payments for 
materials. In order to produce more, a firm must take on more 
workers and buy more materials; its total wages-bill and its total 
outlay on materials will vary with the size of its output. 

This distinction between fixed costs and variable costs is a short- 
period distinction. In the long run, machinery and other fixed capital 
wears out or is scrapped. It can be replaced by whatever amount 
and type of fixed capital the firm considers appropriate for the size 
and type of output that it now plans to produce. The new fixed 
capital can be adapted to different methods of production; for example, 
it may embody more labour-saving devices. Or it can be designed to 
produce quite a different product; the firm can leave its present 
industry and enter a new one. In the long run, therefore, there are 
no fixed costs; all costs are variable costs. 

Even for the short period, the line of demarcation between fixed 
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costs and variable costs is not always very clear. Some parts of fixed 
capital need frequent renewal, depending on how hard they are 
worked. For example, the linings of coke-ovens have to be replaced 
every few days, the knives of rice-hullers every few weeks, the tyres of 
lorries every few months; all these are variable costs. But what of 
parts that last for, say, about two years? Clearly the line must be 
drawn somewhat arbitrarily. Again, in practice a large increase in 
output may involve paying a bonus to the manager or taking on one 
or two extra clerks in the office or perhaps employing another foreman 
in the works. Nevertheless the distinction between fixed costs and 
variable costs is useful for short-period analysis, and can usually be 
applied if the changes in output are not large. 


3 . Marginal Cost 

The marginal cost of a firm is the addition to its total costs that must^ 
be xnade in order to increase its output, per period of time, by onjC 
unit. This may strike the reader as a silly concept. What farmer, 
does or can plan to produce a single extra bushel of wheat, what 
manufacturer to produce a single extra yard of cloth, what mine to 
produce a single extra ton of coal? But for this purpose we can define 
a unit as whatever quantity is appropriate. We can take as a unit 
whatever minimum amount does enter into the calculations of the 
firm. For example, the unit of wheat can be taken as ten bushels, or 
a hundred bushels; and so on. Defined in this way, the extra cost of 
an additional unit makes sense. 

The fixed costs are fixed and therefore do not affect marginal cost. 
Marginal cost is the addition to total variable costs needed to produce 
an extra unit. 

It is true that some firms do not know exactly how much extra out¬ 
put will result from an extra input. Farming, especially, is something 
of a gamble. The farmer may have a good harvest or he may have a 
bad one. But he has to make a guess at how much extra output he 
will get from employing so many extra workers, or from using so much 
more fertilizer or so much more cattle-feed. If his guess is too con¬ 
servative, he will deprive himself of profits which he might have made. 
He will probably, therefore, count on average yields and consider 
himself lucky if they are higher and unlucky if they are lower. 

Under perfect competition, marginal costs increase, and must in¬ 
crease, as the output of the firm expands. It is increasing marginal 
costs that limit the expansion of any one firm, and keep it small 
relatively to the industry as a whole. 

The reason for increasing marginal costs is diminishing returns. In 
the short period, the capacity of each firm—that is, its amount of land, 
buildings, plant and machinery, and other fixed capital—is given and 

H B.E. 
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cannot be altered. As more workers (or other variable factors) are 
employed in conjunction with this fixed capacity, their marginal 
products will fall. 

Let us go back to the table on page 109. A part of that table reads 
as follows, for a square mile of wheat-land— 

Number of Men Marginal Product per Man 

5 100 

6 76 

7 54 

8 26 

Whatever the rate of wages, and whatever the price of wheat, 
marginal costs are rising because the marginal productivity of labour 
falls as output expands. 

Suppose that agricultural wages are ;£’300 a year. Adding a fifth 
man adds 100 units of wheat; its marginal cost is £2. a unit. Adding 
a sixth man adds 76 units of wheat; its marginal cost is nearly £2 19s. 
a unit. Adding a seventh man adds 54 units of wheat; its marginal 
cost is just over £S 11s. a unit. Adding an eighth man adds 26 units 
of wheat; its marginal cost is nearly ;^11 11s. a unit. 

It will pay to employ as many as five men to the square mile only 
when the price of a “unit” of wheat (ten bushels, for example) is more 
than £2, It will pay to employ six men only if the price is £2 19s., 
seven men only if it is over £S 11s., eight men only if it is ^^‘ll 11s. 

This particular example shows discontinuity, large jumps in mar¬ 
ginal cost, because one man per square mile is a substantial percentage 
addition to the labour force. The addition of one man to a labour 
force of hundreds of thousands would cause only a very slight increase 
in marginal cost. It is often possible, in effect, to vary a small labour 
force by a much smaller percentage than in the above example. This 
becomes obvious when we think of a man-hour rather than a man-year 
as the unit of labour. More or less overtime can be worked, or a 
farmer can hire temporary help, at harvest-time for example, for a few 
weeks during the year. Hence we are more or less justified in showing 
marginal cost, diagrammatically, as a continuous curve. 

Labour is not the only variable factor. Marginal costs do not 
consist entirely of wages. For example, a farmer may use more or 
less fertilizer or cattle-feed, or may use more expensive types which 
are expected to give better results. But the rule of diminishing returns, 
and therefore of increasing marginal costs, is valid for any variable 
factor, and therefore for any combination of variable factors; as the 
capacity (the fixed factors) of the firm is given, an increase of x per 
cent in the variable factors only will increase the output by less than 
X per cent. 
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4. Why Marginal Cost Equals Price 

An assumption usually made is that any firm will try to maximize its 
profits. On that assumption, a firm will expand its output so long as 
die extra output adds more to its receipts, or revenue, than it adds to 
its costs. It will expand up to the point at which its marginal revenue 
equals its marginal costs. Under perfect competition, the marginal 
revenue for an additional unit of output is the price of that unit; there¬ 
fore under perfect competition marginal cost will tend to equal price. 

Is this a realistic conclusion? To revert to our example, suppose 
that the price of wheat is £S a unit. Would the farmer say to himself: 
“Well, I will employ only five men, because that will keep my mar¬ 
ginal costs down to £2 a unit and leave me well on the safe side?” 
Why should he? A sixth man costs him another ^^300 a year and 
gives him another 76 units—that is, another ;;(^380 a year. He will 
not be likely to forgo another ^^80 in profits. 

If the price were £^ a unit, he might hesitate. In that event, the 
extra 76 units would sell for only £304, adding only £4 to his profits. 
He might think it would hot be worth the risk and trouble of employ¬ 
ing a sixth man; after all, the £4 is based on guesswork: he might 
have a bad crop, or the price of wheat might fall. On the other hand, 
he might feel that a larger output would improve his own standing in 
the community or that it was his duty to get the most out of his land. 
For one reason or another, many firms go bankrupt every year (there 
are about 2,000 bankruptcies a year in Great Britain), and some of 
them fail because they over-expanded. I conclude that it is fairly 
realistic to assume that under perfect competition a firm will expand 
up to the point at which its marginal costs per unit equal the price 
per unit of its product. 

This is shown in the diagram on p. 212. 

The horizontal line shows the price of wheat, or whatever the pro¬ 
duct may be; it is the demand curve for the wheat of that particular 
farmer, since he can sell as much as he chooses to produce at that 
price. 

His total receipts are shown by the area OPS(£ (the price per unit 
OP multiplied by the number of units OQJ, 

His total variable costs are shown by the area ORS(£ under the 
marginal cost curve. This area can be thought of as made up of a 
number of thin rectangular pillars; ^ the first, next to 0, is the addi¬ 
tional cost of producing one unit rather than none, the next is the 
additional cost of producing two units instead of one, and so on. 

Hence the shaded area RPS is the sum available for his fixed costs 
plus his profits. His object is to make the shaded area as large as 
possible. He will therefore produce right up to 0(£ units. True, as 
^ As in the first diagram in the Note to Chapter VII. 
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he approaches OQ^ the extra cost of each extra unit increases, but so 
long as its extra cost is less than its price it is worth producing. Beyond 
OQ, however, the extra cost of an extra unit exceeds its price and 
therefore he would be increasing his costs more than his receipts if he 
produced more than OQ^ units. In other words, he will produce that 
output at which his marginal cost of production (SQ) is equal to the 
price (OP) of his product. 


Y 



The same reasoning applies to every firm in the industry. All will 
have exactly the same marginal cost because all will plan their output 
to make marginal cost equal to price, and the price is the same for all. 

Firms may differ widely in other respects. Some may produce a 
much larger output than others; the main reason for this will be that 
they have much more capacity—for example, much larger farms. 
Some may use different methods from others; those who use more 
machinery, for example, will have a higher proportion of fixed costs 
and a lower proportion of variable costs. But all will have increasing 
marginal costs; and all will tend to produce whatever output (given 
their capacity) will make their marginal costs equal to the price of 
their product. 


5. The Short-Period Supply Curve 

We can now explain how the short-period supply curve is obtained. 
From the marginal-cost curve of each firm find what output it would 
supply at a price P^, The sum of all these outputs is the total output 
which the industry would supply at the price Pj. Then follow the 
same procedure for other prices— A, P 3 , and so forth. 
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The resulting short-period supply curve may need to be corrected, 
however, for any external economies or diseconomies that would come 
about in the short period owing to the expansion or contraction of the 
industry as a whole. For example, if the materials used by the industry 
are themselves produced under perfect competition, or at any rate 
under conditions of increasing marginal cost, a substantial expansion 
of the industry will tend to raise their prices and thereby to make the 
short-period supply curve of the industry slope upwards more steeply. 

6. The Long Period 

In the long run, the output of an industry depends on the number of 
firms in the industry and on the capacity of each firm. In equilibrium, 
the rate of profit on the capital employed will be the same as in other 
industries. If it is higher, new firms will tend to enter the industry^ 
and existing firms to expand their capacity. If it is lower, some firms 
will lend to leave the industry or to reduce their capacity. 

The period of time needed to expand capacity depends on the 
nature of that capacity. New plant and machinery may take only a 
few months, or only a year or two, to construct and install, but it 
takes seven years before a newly-planted rubber tree begins to yield. 

The period of time needed to contract capacity depends partly on 
how much of the existing capacity is approaching the end of its life. 
Plant that has worn out is not likely to be replaced if the money that 
would be needed to buy new plant of the same type could earn more 
in some other form of investment. But plant (and other fixed capital) 
that is still in good working condition will continue to be used so long 
as it brings in a return greater than could be obtained by selling it for 
scrap and investing the proceeds. 

How many firms leave the industry, either going bankrupt or 
switching over to some other product, is of little relevance to the con¬ 
traction of capacity, A firm that is inefficiently managed may go bank¬ 
rupt, but if its plant is fairly new, it may be sold to somebody else and 
continue to be used in the industry. On the other hand, a firm that 
continues in the industry may scrap some of its fixed capital (which is 
old, and costing too much in repairs) or may be able to convert some 
of it to other uses. 

In addition to changes in capacity, an expanding industry will 
employ more workers and other variable factors, while a contracting 
industry will employ fewer, as time goes on. 

Equilibrium will be reached again—that is to say, there will be no 
longer any incentive to expand or to contract—when new investment 
in that industry would yield the same rate of return (after allowing 
for any special risks) as new investment in any other industry. 
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SUPPLY UNDER MONOPOLY 

1. The Foundations of Monopoly Power 

A MONOPOLIST is, literally, a sole seller. If we interpret the term 
“commodity” in the strict and narrow sense, we see monopoHes all 
round us. Mr. Blank is the sole proprietor of Blank’s tea, and the 
Grand Hotel is the only hotel of that name in the town. Every manu¬ 
facturer of a branded article and every owner of an establishment 
such as a shop or a cinema or a restaurant is, strictly, a monopolist; 
the proof is that he can fix what prices he pleases. But they are not 
commonly thought of as monopolists, for their degree of monopoly 
power is very limited. They have to meet the competition of very 
close substitutes; Mr. Blank has to meet the competition of other more 
or less similar brands of tea, and the Grand Hotel has to meet the 
competition of other hotels. 

A monopolist in the popular sense controls the supply of some com¬ 
modity or service for which there is no very close substitute. He may 
not control the whole supply, but he controls enough of it to dominate 
the market and to determine the price. He may be a single large 
firm, or a group of firms combined together in a cartel, or he may be 
a Government or some other public authority. His monopoly may be 
world-wide, like that of the International Nickel Corporation of 
Canada, or nation-wide, like that of the British Milk Marketing Board, 
or local, like that of London Transport. The present chapter discusses 
this type of monopoly. 

Even this type of monopoly has to face competition from possible 
substitutes. Nickel has to compete with other metals; the Milk 
Marketing Board has to compete with imported canned milk and 
other imported dairy products; London Transport has to compete with 
taxis and with private cars and cycles. In the last resort, all com¬ 
modities and services are rivals in their claims on the limited purse of 
the consumer. That is why there is no such thing as an absolute 
monopolist. 

In other words, every monopolist is limited by the demand for his 
product. Despite all his efforts (for example, by advertising) to in¬ 
crease his sales, he cannot force people to buy. Supply and demand 
have been likened to the two blades of a pair of scissors; he can control 
the former but not the latter. The demand schedule for his product, 
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as for any other, will reflect the substitutes, the various alternatives, 
available to consumers; and the more he charges the less he will sell. 

The fortunate monopolist 
Gan fix what price he chooses, 

But if he cannot sell enough 
He doesn’t gain; he loses. 

Monopoly power is based entirely on control over supply. The 
monopolist can keep up the price only by restricting the output. How 
does he manage to keep out competitors and to remain the sole pro¬ 
ducer, or at any rate the dominant producer? 

He may own all the deposits of some mineral; if there are no other 
deposits, he can have no direct competitors. Thus the International 
Nickel Corporation of Canada owns most of the known deposits of 
nickel in the world, and the Molybdenum Corporation of the U.S.A. 
most of the molybdenum deposits. A firm that owns the only deposit 
in a district of coal, or building stone, or some other mineral, has a 
local monopoly, but the price it can get is limited by the possibility of 
transporting similar minerals from elsewhere. 

Some crops require special conditions of climate and soil, found only 
in one or two limited areas. The various wine-growing districts of 
Trance are examples of such areas. Turkish tobacco grows only in 
Greece, Turkey, and Bulgaria; cinchona bark (used for quinine) comes 
mainly from Indonesia; Manila hemp mainly from the Philippines; 
and a numlDer of other examples could be given. Such circumstances 
may give rise to monopoly. If there are many separate producers, 
their Governments may restrict the supply, in order to maintain the 
price. For example, the Government may restrict the acreage on 
which the crop may be grown or, if it is mainly exported, may impose 
special export duties on it. 

Some products, especially in the chemical industries, are manufac¬ 
tured by a secret process known only to one firm or to a small group 
of firms who combine together. 

A monopoly may be based on the possession of an exclusive legal 
privilege. Thus most Governments, in order to encourage invention, 
grant patent rights which give their possessors the monopoly, for a 
term of years, of using a new process or invention that they have dis¬ 
covered or that they have purchased from the inventor. Or the State 
may simply confer a legal monopoly in some field upon itself, as the 
French Government has given itself the monopoly of tobacco manu¬ 
facture in France, or upon some public authority such as the British 
Broadcasting Corporation, or upon existing producers: for example, 
hop-growers in Great Britain are protected by law from the entry of 
new capacity into tlieir industry. 

As a rule, a monopoly based on legal privileges will have a monopoly 
only in its home market. Even there, it may be subject to competition 
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from imports. But its Government may strengthen its position by tax¬ 
ing or even prohibiting siich imports. 

Another circumstance which may give rise to monopoly is that the 
most profitable method of production may require expensive and 
specialized plant. Hence the number of firms will be relatively small, 
and this will make it easier for them to combine in some type of cartel 
in order to exercise a monopolistic control over the supply of their 
products. This is the case, for example, in the heavy branches of the 
iron and steel industry. 

The same circumstances may deter new firms, in the short run, from 
entering the industry. They will hesitate before investing a large 
amount of capital in highly specific plant. Existing firms may be 
making good profits, but the entry of another firm might increase 
total capacity so much that the profits of all would be reduced below 
the normal level—just as one shop in a small village may do well 
whereas two would both do badly. Moreover, a new firm will need 
to feel confident of making good profits in the more distant as well as 
in the immediate future before it decides to enter the industry and to 
invest in fixed capital which will last a long time. 

Nevertheless a period of considerable prosperity is likely to tempt 
new firms to enter. Since industries of this type, apart from public 
utilities, are mainly constructional industries, the demand for their 
products fluctuates considerably as between trade booms and trade 
depressions. New firms tend to enter during a boom, and when a 
depression comes, the industry finds itself with an enlarged capacity 
but facing a diminished demand. Hence such industries tend to make 
monopoly profits in times of boom but to fare badly in times of 
depression. 

“Public utilities” tend to be local monopolies. I discuss them in 
Section 5 of this chapter. 

The extent to which a trade union may raise or maintain the wages 
of its members by monopolistic action is discussed in Chapter XXVI. 

The foregoing summary covers most of the circumstances that give 
rise to monopolies in the popular sense of the term. 

2. Monopoly Price 

Let us consider a monopolist who is the sole producer of a commodity 
and who wishes to maximize his profits. These two assumptions enable 
us to draw clear-cut conclusions. They may not be true. A monopoly 
may have some competitors who are already established, although 
they produce only a small proportion of the total output. A monopoly 
which is run by a Government or by some other public authority will 
usually act in what it deems to be the best interests of the community 
instead of trying to maximize its own profits, and even a private mono- 
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polist often refrains from exploiting his monopoly power to the full 
lest by so doing he should arouse public protests and be brought under 
Government control. Nevertheless I make these two assumptions in 
order to provide a simple model about which we can make statements 
that are definite and not vague. 

The monopolist can fix whatever price he pleases or can sell what¬ 
ever (weekly) amount he pleases; but he cannot sell as much as he 
likes at whatever price he likes. The amount that he can sell at any 
given price depends upon the conditions of demand for his product. 
Hence it is a matter of indifference whether we ask what price he will 
find most profitable or what output he will find most profitable; his 
volume of sales at whatever price he fixes, or the price at which he 
can sell whatever output he decides to produce, are determined for 
him by the conditions of demand. 

His most profitable output will be that output at which his marginal costs 
and his marginal revenue are equal to one another. The rest of this section 
is merely an expansion of that statement. 

It is very rare for a monopolist to have no costs, but it is helpful to 
begin by considering such a case. He may have cornered the stock of 
some commodity or he may own the only spring of water in a district, 
selling the water to customers who fill their own buckets, or he may 
own the only bridge across a river, and charge a toll. In such a case, 
all his receipts will be profits and he will aim at maximizing his total 
receipts. After a point, further increases in his volume of sales, imply¬ 
ing a lower price per unit, must diminish his total receipts. If con¬ 
sumers spend more money upon his commodity, they have less to 
spend upon other things, so that there must be some (weekly) sum of 
money which is the utmost that he can obtain from consumers. A 
typical curve showing how total receipts vary with output (or sales) 
will rise to a maximum and then decline. Before this maximum is 
reached, the elasticity of demand is greater than unity; after it is 
reached, it is less than unity; and around the maximum it is equal to 
unity (for since the curve is neither rising nor falling it must be hori¬ 
zontal). The marginal costs of the monopolist are zero, and therefore 
his most profitable output is that at which his marginal revenue is also 
zero—a slight increase in his output neither increasing nor diminishing 
his total receipts, since they are at a maximum. 

Suppose now that a monopolist has costs. His marginal costs may be 
rising or falling or constant, but it is certain that his total costs will be 
greater for any given output than for any smaller output. This means 
that his marginal costs will always be positive, and therefore his most 
profitable output will be one at which his marginal revenue is positive; 
it must therefore be smaller than it would be if he had no costs, since 
in that case, as we have seen, his marginal revenue would be zero. 
(Hence, if he maximizes his profits, he will charge a price at which 
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the elasticity of demand for his product is less than unity.) And even 
if his marginal costs are falling, there must be some point beyond which 
his marginal revenue would be less than his marginal costs, and beyond 
which, therefore, it would not pay him to expand his output. 

The following table, in which tlie figures are of course hypothetical, 
shows part of the cost schedule of a monopolist and the corresponding 
part of the demand schedule for his product. I suppose that he would 
vary his output by 1,000 units at a time and that his marginal costs 
are constant at 16,000 shillings per 1,000 units. (The table assumes 
that depreciation charges, managerial and office expenses, advertising, 
and other fixed costs amount to 300,000s. a week; variable costs are 
16s. a unit.) His profits are maximized at a (weekly) output of 14,000 
units, since at this output his marginal costs and his marginal receipts 
are as nearly equal as possible. If he increased his output to 15,000 
units, he would increase his total costs by 16,000s. and his total receipts 
by only 13,000s., thereby reducing his profits. If he reduced his out¬ 
put to 13,000 units, he would reduce his total costs by 16,000s. and his 
total receipts by 17,000s., so that this course also would diminish his 
profits. 


Output 
per Week 

Price per 
Unit 

8 . 

Total 

Revenue 

s. 

Marginal 

Revenue 

s. 

Total 

Costs 

s. 

Marginal 

Costs 

S. 1 

Profits 

s. 

10,000 

50 

500,000 

— 

460,000 

_ 

40,000 

11,000 

48 

528,000 

28,000 

476,000 

16,000 

52,000 

12,000 

* 47 

564,000 

36,000 

492,000 

16,000 

72,000 

13,000 

45 

585,000 

21,000 

508,000 

16,000 

77,000 

14,000 

43 

602,000 

17,000 

524,000 

16,000 

78,000 

15,000 

41 

615,000 

13,000 

540,000 

16,000 

75,000 

16,000 

39 

624,000 

9,000 

556,000 

16,000 

68,000 

17,000 

37 

629,000 

5,000 

572,000 

16,000 

57,000 

18,000 

35 

630,000 

1,000 

588,000 

16,000 

' 42,000 

19,000 

33 

627,000 

-3,000 

604,000 

16,000 

23,000 


The diagram below shows the situation. Quantities of output are 
measured along the horizontal axis and total receipts and total costs 
up the vertical axis. The curve labelled TR shows the total receipts 
obtained from the corresponding quantity of output. It rises to a 
maximum at M and then declines. That labelled TC shows the total 
cost of each amount of output. We make it begin above 0 because 
we assume a certain fixed charge for equipment. It has a constant 
slope, showing constant marginal costs. If marginal costs were falling, 
it would tend to flatten from left to right, and if they were rising, it 
would tend to do the opposite. The object of the monopolist is to 
maximize the difference AB between his total receipts AQ^ and his 
total costs BQ^, He achieves this object by producing (and selling) 
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that amount OQ, at which his marginal receipts and his marginal 
costs are equal: at which, that is to say, the slope of TR is the same as 
the slope of TC {TR near the point A being parallel to TC near the 
point B), 



The price per unit is not shown directly. The price per unit of any 
output OQ^is the total receipts Qji divided by the output 

An alternative diagram is given below. The most profitable output 
is OQ^, fur at this output marginal revenue and marginal costs are 
equal. 

Y 



Of course marginal revenue may not be a straight line, but it will 
be falling. Nor need marginal costs be constant; they may be increasing 
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(in which case MC would slope upward) or, in exceptional cases, 
they may be falling; but sooner or later marginal costs will exceed 
marginal revenue {MC cutting MR “from below”). 

The relation between marginal revenue and price is explained in a 
Note at the end of the chapter. Clearly marginal revenue is always 
less than price, because in order to expand his sales the monopolist 
must reduce his price; hence the increase in his total receipts (his 
marginal revenue) will be the price he gets for his additional sales less 
the reduction in price that he must make on his former volume of 
sales. For example, when he sells 14,000 instead of 13,000 units a 
week, he gets 43,000s. for the extra 1,000 units. But if he sold only 
13,000 units he could get 45s. instead of only 43s. a unit. He gives up 
2s. on 13,000 units; his marginal revenue on 14,000 units is 43,000s. 
(the price of the extra 1,000) less 26,000s. = 17,000s. 

This is the difference, analytically, between monopoly and perfect 
competition. On the assumption that producers try to maximize their 
profits, they will try to equate marginal cost and marginal revenue, 
whether they are working under monopoly or under competition. 
But under perfect competition no single producer can perceptibly 
influence the price—any more than one star more or less on a night 
of stars, one grain of sand more or less in a heap of sand, one hair more 
or less on most heads, makes any perceptible difference. Hence each 
producer accepts the ruling price as a market fact which lie is power¬ 
less to alter. For him, marginal revenue is the same as price. But for 
the monopolist, marginal revenue is less than price, for he can control 
the whole supply, and he can and does take account of how changes 
in his output will affect the price. 


3. Discriminatinc; Monopoly 

Hitherto I have supposed that a monopolist is obliged to sell all his 
output at a uniform price per unit. He may be able, however, to 
divide his sales among a number of different “markets” and to charge 
a different price in each market. This is known as discrimination. 

Let me give a few examples. A doctor may charge a rich patient 
more than a poor one for an exactly similar operation. An electricity 
company may charge more for current used for lighting than for 
current used for power. A railway company may charge more per 
ton-mile for carrying copper than for carrying coal. A monopolist 
may “dump” goods abroad at a lower price than he charges for them 
in his home market. 

All the units sold at one price are said to be sold in one “market,” 
so that a discriminating monopolist has as many markets as he charges 
different prices. The same person may of course purchase from the 
monopolist in two or more different markets, as when a man sends 
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two or more different commodities, charged at different rates per ton- 
mile, by the same railway. 

Discriminating monopoly is possible only if the goods or services sold 
in the cheaper market (that is, at a lower price) cannot readily be 
transferred to the dearer market. Thus it would hardly be possible 
for a firm to charge higher prices to well-dressed customers. For well- 
dressed persons would then either dress badly in order to make pur¬ 
chases or send their badly-dressed servants or friends to buy on their 
behalf. (Some Hollywood stars employ “shoppers” for this reason.) 
But a man cannot readily disguise his identity when he visits a doctor; 
copper cannot be transformed into coal while it travels by rail; the use 
of separate meters prevents electric current charged as power from 
being used for lighting; and the price of goods sold abroad can be 
lower than the home price by the cost of transport both ways—if the 
difference is greater, foreign buyers can make a profit by reselling, at 
a price just below the home price, in the home market. 

if a monopolist can divide his sales among a number of markets, 
between which the conditions of demand are different, he will make 
greater profits by charging a different price in each market. < He will 
maximize his profits by charging such prices that his marginal costs {for 
his total output) are equal to the marginal revenue in each separate market. For 
if he does this, he will gain neither by increasing nor by decreasing his 
output nor yet by transferring some sales from one market to another. 

A simple illustration may be useful. Suppose that a monopolist has 
the same cost schedule as that shown in our table, and can vary his 
output by ijOOO units at a time, his marginal costs (for a further 1,000 
units) being always 16,000s. Supp »3e that he has two markets. In 
one, the demand schedule is as shown in our table. In this market, 
therefore, he will sell 14,000 units at a price of 43s. per unit, his mar¬ 
ginal revenue (from the fourteenth thousand) being 17,000s. In the 
other market, suppose that the relevant part of the demand schedule 
is as follows— 


Quantity 

1 

Price per 1 
Unit 

s. 

Total 

Revenue 

s. 

Marginal 

Revenue 

s. 

1,000 

40 

40,000 

— „ 

2,000 

30 

60,000 

20,000 

3,000 

26 

78,000 

18,000 

4,000 

21 

84,000 

6,000 

1 


In this market he will charge 26s., his marginal revenue (from the 
third thousand) being 18,000s. His total output, therefore, will be 
17,000 and his total profits 602,000+ 78,000-572,000 = 108,000s.— 
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these being the maximum total profits which he can obtain under the 
given conditions.^ 

It should be noted that discrimination is profitable only if elasticity 
of demand is different in the various markets. There are doubtless 
many monopolists who could discriminate if they chose but who, 
because this condition is absent, do not find this course profitable. 

As between two (or more) markets, the most profitable price will 
be lower in the market where the elasticity of demand is greater. The 
elasticity of demand for a commodity at any given price depends on 
how far fairly close substitutes are available at that price. A similar 
commodity from another country is a very close substitute. Hence 
the dumping price at which a commodity is sold in the world market 
will be lower than the price in the home market, especially if the 
home market is protected by import duties. The elasticity of demand 
for a producers’ good will reflect the elasticity of demand for the pro¬ 
duct which it is used in making. For example, the demand for “manu¬ 
facturing” milk is fairly elastic, since products such as chocolate and 
cheese have to compete with imports. Hence the Milk Marketing 
Board can charge a much higher price for milk sold for consumption 
as liquid milk than for the rest of the milk, which they sell to manufac¬ 
turers. In the same way, a much lower price is usually charged for 
electricity used in industry than for electricity used in the home. 

The possibility of expanding output by dumping on a foreign market 
will raise the home price if marginal costs are rising, lower it if they are 
falling, and leave it unchanged if (as in the above example) they are 
constant. 


4. Monopoly Buying 

A further complication is that a firm may be a monopolistic buyer of a 
certain factor, such as a particular type of labour. That will depend 
on whether or not units of that factor can readily be sold to other 
firms instead. A firm may have a complete monopoly of its product 
and yet no monopoly at all in the purchase of its factors, for which it 
has to compete with other firms and to accept the market prices. On 
the other hand, a firm may be the main source of employment in a 
district and may therefore have some monopoly power over the wages 
it pays, although it sells its products in competition with other firms 
and must accept the market prices for them. 

Just as its marginal revenue is below its selling price for a firm with 

^ I hoi>c that my examples are not misleading. On the figures, marginal revenue 
(17,000s. in the first market and 18,000s. in the second) exceeds marginal cost 
( 1 6,000s.). That b because I assume that he varies hb output by 1,000 units at a 
time. If he varied hb output by 1 unit at a time, hb marginal cost would be 16s. and 
marginal revenue in each market would also be exactly 168. Profits arc maximized 
when marginal revenue equab marginal cost. 
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a monopoly of its products, so is its marginal cost above the price of 
the factor for a firm with a monopoly in the purchase of that factor. 
Suppose that such a firm employs 5,000 workers at £,10 a week, but 
would have to pay £11 week to attract an additional 1,000. If it 
did so, it would have to pay £11 a. week to its present workers also, in 
order to prevent discontent and to maintain good employer-employee 
relations. The marginal cost to the firm of another 1,000 workers 
would not be merely their wages, namely 1,000 a week. It would 
include also the extra £1 week to its present 5,000 workers, making 

16,000 a week in all. 

The consequence is that a firm with some monopoly power in the 
purchase of its factors will restrict its output to less than it would 
produce under competition. For it will include in its marginal cost 
any consequent increase in the prices it must pay for all its units of a 
factor when it employs additional units. Its marginal costs will there¬ 
fore rise more steeply than if the market prices of the factors were 
outside its control; and in so far as it equates its marginal cost with 
its marginal revenue, it will produce correspondingly less. 

5. Public Utilities 

Public utilities in^'lude undertakings providing water, electricity, gas, 
telephone and telegraph services, and rail transport. They are called 
public utilities not because they provide for essential needs—bread is 
more essential than telephone calls—but because tliey tend to be local 
monopolies. 

They require a relatively large .tmount of specialized plant and 
equipment. Hence their fixed costs are large. They are usually 
greater, and somedmes much greater, than their variable costs. This 
is a feature, tending to deter new investors and therefore making for 
monopoly, which they share with other industries, such as the iron 
and steel industry. But in addiuon their market is restricted, like that 
of a village cinema. It is reslricted to the district covered by the rails, 
cables, pipes, or wires, which form a large part of their fixed capital. 
A steel plant can sell its products anywhere; potendally, it has a world 
market, for its products are commodides that can be transported. But 
a railway can provide transport only between the points through which 
it passes; a power stadon can supply electricity only to the customers 
reached by its cables and wires. Once a public udlity is established 
in a district, it can meet an expansion of local demand, by sending out 
more tentacles from its main cables, more cheaply than a new-comer, 
who would have to duplicate the cables, pipes, or wires of the estab¬ 
lished undertaking (or, in the case of a railway, to build a parallel 
permanent way). Hence new-comers are deterred; the existing public 
udlity may be making monopoly profits, but if another undertaking 
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entered the same field, supplying the same area, both might make 
losses. That is why public utilities tend to be local monopolies. 

Another feature of public utilities is that they can and do charge 
discriminatory prices. Railways usually charge more per ton-mile for 
valuable goods than for heavy goods such as coal or ore. (The demand 
for transport for the latter is more elastic because transport costs form 
a higher percentage of their value.) An electricity company often 
charges the same consumer more per unit, sometimes much more, for 
current used for lighting than for current used for heating or power. (The 
demand for electricity for the latter uses is much more elastic, as coal 
can be used as a substitute.) This discrimination is possible because 
public utilities provide services that cannot easily be transferred from 
one customer to another, or from one use to another. Textiles cannot 
be disguised as coal in order to get the benefit of tlie lower railway 
charges on coal; electricity supplied as power cannot be used for light 
without altering the “points” or tampering with the separate meters, 
both legal offences; the ordinary person cannot send cables at reduced 
Press rates. 

Since public utilities tend to be monopolies, and discriminating 
monopolies at that, they are usually either owned and operated by 
some public authority, as in Great Britain, or closely controlled by the 
State. In the latter event, the course sometimes adopted is to limit 
their profits to a certain percentage on their capital. A better plan is 
to fix their charges at levels that will give them a moderate profit if 
they show moderate efficiency, but will still leave them with a suffi¬ 
cient incentive to reduce their costs or expand their output and thereby 
increase their profits. 

A public utility is often worked below full capacity. One reason 
for this is that if the service is to be provided at all for a particular 
district, fixed capital must be provided capable of supplying more 
than the existing demand. For example, it may be worth while to 
build a railway line between two points although only a few trains a 
day will be required. Yet, once the permanent way is there, it could 
probably cope with considerably more trains. Again, it may be cheaper 
to produce a given output—of, say, electricity—from a large plant 
working below capacity than from a smaller plant. 

Another reason for excess capacity in public utilities is that demand 
fluctuates over time. Unless the product can be stored (as with gas) 
a plant large enough to cater for the “peak” demand must have excess 
capacity when the demand is below this level. 

Once the plant and equipment have been set up, it may be possible 
by means of advertising and other propaganda to raise the demand 
during relatively slack periods up towards the peak level and to 
reduce the peak level if that strains the capacity of the plant and 
raises marginal costs sharply. The method of charging may help to 
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achieve this aim. Thus railways may charge cheap fares during the 
intervals between the rush hours, and telephone calls may be cheaper 
at night. If a peak occurs for electricity at certain hours, a much 
higher rate per unit could be charged for current consumed during those 
periods. 

Variable costs are unlikely to be rising if the plant and equipment 
are worked below full capacity. Hence a price per unit equal to mar¬ 
ginal cost would fail to cover the fixed costs; in other words it would 
cover only a part, perhaps well below half, of the total costs of the 
undertaking. What should be done? One course would be to charge 
a price per unit equal to average total cost. This would usually be 
much higher than marginal cost. But it is in the social interest to meet 
the potential demand of consumers who are prepared to pay prices 
for extra units which cover the extra cost of supplying those units. 

A possible solution is the two-part tariff. In Great Britain this now 
applies to electricity and telephone service and is employed by a grow¬ 
ing number of gas undertakings. The consumer has to pay two charges. 
The first is a fixed charge, usually per quarter, such as the rental 
charged for a telephone. This charge does not vary with his consump¬ 
tion. It must be paid whether he consumes much, little, or none of 
the service in question. All the fixed charges, taken together, would 
about cover the fixed costs of the undertaking. The second is a charge 
per unit of service consumed. This covers marginal costs. 

1 his method of charging, where practicable, seems to be the best 
from a social standpoint. For water, the variable charge is often nil. 
The marginal cost of supplying water, once all the fixed capital, includ¬ 
ing pipes, is installed, may be quite low, and it may be thought desir¬ 
able in the interest of hygiene to encourage people to use w'ater freely. 
In the same way, the increased use of a bridge may increase costs by 
very little. It may therefore be wise to pay for the bridge out of taxa¬ 
tion (levied partly on the owners of neighbouring land w^hose value is 
raised by the construction of the bridge) and to permit people to use 
it freely instead of paying a toll. 


6 . Cartels in Manufacturing Industries 

The leading firms in an industry may combine together, sinking their 
individual identities, or one firm may absorb the others. The firm 
w'hich finally emerges as the result of these amalgamations is called a 
trust in the United States. 

But it is also possible for the leading firms in an industry to combine 
together, retaining their separate identities, and uniting only for the 
purpose of pursuing a common monopolistic policy in their joint 
interests. Such a combination of firms is usually known as a cartel. 

A cartel may be international. A well-known example is the 
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Shipping Conferences, at which the liner companies of different countries 
agree on what rates they will charge for freight and passenger fares. 
(They try to keep their customers by giving them deferred rebates. If 
a customer ships all his goods in Conference ships over a period of, say, 
six months and continues to do so during the next period, he is given 
a rebate of, say, 10 per cent on the freight charges wliich he paid 
during tlie first period.) Before the war, there were international 
cartels in a number of fields, including iron and steel and the chemical 
industries. In 1952 the United States alleged that there was an inter¬ 
national cartel for petroleum products. 

The larger the number of firms, the more difficult it is for them to 
reach agreement. Partly for this reason, and partly because most 
countries protect their own manufacturers to some extent by import 
duties or other restrictions on competing imports, most cartels are 
national. Before the war, cartels were especially common in Germany, 
and in 1923 they were encouraged by special legislation: a Cartel 
Court was set up which enforced agreements among the members of 
a cartel unless tliey were deemed to be against the public interest. 

If a cartel agrees merely on a list of minimum prices for its various 
products, it is unlikely to last very long. Some firms will receive too 
few orders and will be tempted to expand their sales by charging a 
lower price, either covertly, through such devices as secret rebates, or 
openly, by breaking away from the cartel. Hence a cartel may agree 
on what proportion of tlie total sales each firm will get, and may set 
up a central selling agency, which receives all orders and all payments. 
Moreover, in order to avoid large unsold stocks (which would lead 
buyers to believe tliat prices must fall, and therefore to restrict their 
purchases) each firm may be given a “quota” of output which it must 
not exceed. 

Even when existing producers, considered as a group, can make 
considerably greater profits by combining to restrict their output, 
negotiations to create a cartel may well break down. The divergent 
claims of different firms must be reconciled. Firms which have pro¬ 
duced a relatively large share of the total output in the past will demand 
the same share in the future. Firms which are expanding—owing, for 
example, to an unusually efficient management—will demand a larger 
share than they obtained in the past. Firms with a greater “capacity” 
for producing, as measured by the size of their fixed assets, such as 
plant, will demand a correspondingly greater share. As a rule, it will 
be possible to reconcile conflicting claims and to create a cartel based 
on voluntary agreement only when the number of firms in the industry 
is fairly small. Tliis is likely to be the case if there are technical advan¬ 
tages in large plants, as in the iron and steel industry, or if the supply 
of some essential raw material is confined to a few localities, as with 
potash, or if secret processes are used, as with dyestuflfs and other 
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chemical products. If the number of producers is large, it will be very 
difficult to organize them for monopolistic action unless some measure 
of governmental compulsion is employed. 

The successful maintenance of a cartel, once it is formed, is threat¬ 
ened both from within and from without. Conditions will change as 
time goes on, and will make it difficult for the cartel to retain the 
adherence or “loyalty” of some of its members. Some firms will find 
that consumers demand more of their particular products than before 
and will resent having to pass on orders (in excess of their quota) to 
be executed by other members of the cartel. Again, some firms will 
outstrip others in taking advantage of the progress of technical know¬ 
ledge, and will conclude that they have more to gain by expanding 
their sales at lower prices than by continuing their membership of the 
cartel. If the demand for the products of the industry falls consider¬ 
ably, the proportion of “unused capacity” will increase, and this will 
strengthen the desire of some firms to break away and make fuller use 
of their plants, thus increasing their receipts, by selling at lower prices. 
Hence cartels which do not rest on Government support tend to break 
up after a relatively short time and to be revived only if there is a 
readjustment of quotas among the previous members. Such a re¬ 
organization, to be successful, must include also important “outsiders” 
who arose or expand'id during the life of the scheme. This brings us 
to the second point: the danger from without. 

Producers outside the cartel are in a fortunate position. They can 
take advantage of the monopoly prices due to restriction of output by 
the cartel, whilst tliey themselves can produce as much as they please. 
The greater the success of the cartel in raising prices, or in maintaining 
them despite falling costs, the greater is the inducement to new firms 
to enter the industry and to existing “outside” producers to expand 
their output. But as such outside output increases, the cartel has to 
restrict its own output correspondingly more in order to maintain the 
prevailing prices (unless demand also happens to increase), and after 
a point the burden will become too heavy for it to bear. Either it will 
break up or there will be a reorganization, and most of the outside 
producers (faced with the alternative of a collapse of prices) will join 
the cartel in order that it may survive. 

Thus a cartel can succeed in maintaining prices, for any consider¬ 
able period, only if it can both maintain loyalty among its members 
and prevent any marked expansion of outside production. 


7. Commodity Control Schemes 

The Great Depression of 1929-32 brought about a heavy fall in the 
prices of most agricultural products. For example, wheat fell from 
over a dollar in 1929 to 39 cents in 1933, and rubber fell over the 
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same period from about eightpence a pound to twopence a pound. 
Most farmers suffered great hardship. This was the background to 
the various national measures taken by a number of countries to help 
their farmers during the early 1930s, and to the international measures, 
the commodity control schemes, of that period. 

Most agricultural commodities are produced by large numbers of 
farmers under conditions approaching perfect competition. In Great 
Britain, most of the work is done by hired labour and minimum wages 
are fixed by law. But Great Britain is exceptional in both respects. 
In many countries the family farm or smallholding is the rule. The 
farmer and his family do most or all of the work. Even when times 
are bad, the farmer is usually very reluctant to abandon his farm. He 
may own it, and naturally will not want to sell it for a trifle or to hand 
it over to his creditors; he may like being his own employer; he may 
like farming; he may not be able to get another job which seems 
worth taking. Hence most farmers carry on, working as hard as 
before, or perhaps harder, despite a large fall in the prices of their 
products. The land is there to be worked; in the case of tree crops, 
the fruits or nuts or latex are there for the picking or tapping; there 
are no heavy current expenses, as in manufacturing, for materials or 
for renewals and repairs to machinery; and even when a large part of 
the labour is hired, as on plantations and large specialized farms, 
workers are often unable or unwilling to^ ftiid different jobs and will 
accept a substantial cut in their pay when times are bad. 

Hence during the Great Depression of 1929 to 1932 world agricul¬ 
tural output hardly declined at all d^pit^the very heavy fall in prices. 
The output of manufactured pro^Wrs* rell by more than a third, 
although—largely for that reason—their prices fell less than those of 
farm products. 

Although most of my illustrations will be drawn from the thirties, 
I want to make this discussion general. There were commodity con¬ 
trol schemes before 1929, and there will be again.^ I’he Havana 
Charter, drawn up after the war for an International Trade Organiza¬ 
tion which was never born, is accepted in principle by a number of 
countries, including the United Kingdom; it expressly provides for 
such schemes in order to relieve producers of a “burdensome surplus” 
which is causing unemployment and distress. Moreover, a number 
of countries still give special assistance to their farmers. 

I shall defer, however, a discussion of whether such measures are 

^ At present there is still an International Tea Agreement (regulating acreage, etc.) 
between Ceylon, India, Pakistan, and Indonesia. Since the war, however, the 
export quotas allotted under this Agreement have consistently exceeded potential 
output. 

An international control scheme for sugar came into force at the beginning of 1954, 
and a scheme for tin may come into force in 1955. The International Wheat Agree¬ 
ment does not provide for any restriction of output. 
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desirable. The present Section concentrates on the mechanics of 
them; on how they work. 

The producers of an agricultural commodity cannot form a volun¬ 
tary cartel, for their numbers usually run into many thousands or even 
into millions. The same applies to most minerals. In order to have 
any chance of success, a plan for controlling the price of such a com¬ 
modity must be sponsored and enforced by one or more Governments. 

A Government can, if it wishes, guarantee minimum prices to its 
own farmers. This can be done quite easily if they do not produce 
enough to meet the home demand at those prices. Imports can be 
restricted to the amounts needed to meet the rest of the home demand. 
The burden falls on the home consumers, who have to pay more than 
the world price in order that their farmers may get more. Some 
burden falls also on foreign producers, for restrictions on imports tend 
to drive down the world price still further. 

But the Government will be involved in some expense if the guar¬ 
anteed prices stimulate home output so much that more is produced 
than can be sold at home. This happened in France with wheat. 
During the thirties France guaranteed her farmers a minimum price 
for wheat, as for certain other products; a number of countries, 
especially in AVestern Europe, did the same. The output of wheat in 
France expanded greatly and the French Government had to export 
wheat for considerably less than it had paid for it. 

If the commodity for which a minimum price is guaranteed is one 
of which considerable quantities are normally exported, the problem 
is more difhcult. The guaranteed price can be maintained in the 
home market, by restricting imports, but what of the surplus? The 
Government must either store it or export it at a loss—dump it.^ 

An alternative is to charge home consumers enough to cover the 
loss on exports. This has been done by a number of countries. For 
example, it was done for coal in Great Britain under the Act of 1930. 
Quotas for home sales were fixed for each mine, and minimum prices 
w^ere fixed; the rest of the coal was sold abroad at lower prices. In 
Australia the home consumers paid much more for their local sugar than 
the price at which it was exported; at one time, during the thirties, 
they were paying a ton when the export price was a ton. 

The Australian scheme for butter, during the thirties, illustrates one 
method of doing this. The price paid by Australian consumers was 
about Is. 3d. a pound, the export price about lOd. a pound; about 
two-fifths of the output was exported. Each producer paid a levy of 
2d. a pound into a pool, out of which exports were subsidized by 5d. a 
pound; each producer, whether he sold at home or exported, therefore, 

^ Or give it away, as the United States gave 700,000 to 1,000,000 tons of wheat to 
Pakistan (and made loans to India and Pakistan to enable them to buy her wheat) 
in 1953. 
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received Is. Id. a lb. net. Although Australia is a butter-exporting 
country, a tariff of 6d. a pound on imported butter had to be imposed 
to keep out butter from New Zealand and elsewhere. 

But sooner or later Governments have to accept the basic platitudes 
of supply and demand. The way to raise the price of a commodity is 
to restrict its output. From the start (1933) the various measures 
taken by the United States to raise prices for her farmers were, and still 
are, accompanied by measures to restrict output.^ The output of coal 
in Great Britain was restricted by quotas in the 1930s. (The situation 
has now completely changed; we need all the coal we can mine, both 
for the home market and for export; and so output is no longer 
restricted.) 

But if one country alone, a leading exporter of the commodity, 
restricts its output and thereby raises the world price, other countries 
will tend to produce more. This has happened again and again. 
Malaya and other British territories restricted their output of rubber 
from 1922 onwards. This succeeded in raising the price of rubber, 
but the consequent increase in output in the Dutch East Indies and 
elsewhere forced the abandonment of the scheme in 1928—and was 
largely responsible for the very low price of rubber during and after 
1930. The United States restricted her output of cotton in the early 
1930s, and still does. She used to produce well over half the cotton 
of the world; expansion of output elsewhere has reduced her share to 
some 40 per cent. During the 1920s Brazil produced nearly 80 per 
cent of the world’s coffee; she restricted her output and now she 
produces less than 60 per cent. 

The obvious course is for the chief exporting countries to combine 
together in a commodity control scheme to restrict output and thereby 
raise prices. This avoids throwing the whole burden of restrictions 
on one country (who may not be willing to bear it) and is more 
effective than restriction of output by one country only. During the 
Great Depression, various Governments combined to carry out such 
control schemes for rubber, tin, tea, sugar, and other commodities. 

The scope for benefiting producers by such a scheme may be very 
great. Suppose the commodity is selling at a price at which the 
demand for it is well below unity: very inelastic. A reduction in out¬ 
put will increase total receipts very substantially. At the same time, 
it will reduce total costs and also, if the commodity is produced under 
condidons of increasing costs, it will reduce average costs per unit. 
This is shown in the following diagram. 

^The United States Government guarantees maximum prices for various farm 
products. If it consequently accumulates too heavy stocks of a commodity, it may 
ask the farmers to reduce the acreage which they plant with that commodity. (A 
two-thirds majority of the farmers affected is required.) If they do not agree, it may 
drastically lower the minimum guaranteed price. It now (1954) holds large stocks of 
wheat and other farm products, and acreages are being reduced. 
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At present, output is OQ,and price OP because the supply curve OS 
(the combined marginal cost curve of the industry, which is working 
under perfect competition) cuts the demand curve DD at A (and 
OP — Qji) • At this price the elasticity of demand is well below unity. 
The total sum available for fixed costs and profits (if any) is repre¬ 
sented by the area OP A, This may not cover the fixed costs; the 
industry as a whole may be working at a loss. 

Y 


D 


PRICE 

Pi 


OUTPUT 

The dotted line is the marginal revenue curve, which cuts the supply 
(or marginal cost) curve for the industry at M, If output were 
restricted to the price would be raised to OP^, and the sum 

available for fixed charges plus profits would be maximized. It would 
be represented by OP^BM, which is much greater than OPA, 

No doubt a scheme sponsored by Governments, and subject to 
criticism by the Governments of the chief consuming countries, would 
not attempt to raise prices to the levels that maximized monopoly 
profits. It would probably aim, in the phrase which has become dear 
to the advocates of such schemes, at prices “fair to both producers and 
consumers.” But the above diagram does show the extent to which 
producers might gain (even if in fact they are allowed to take only 
part of this potential gain) if they could be combined together to act 
as if they were a single monopolist. 

But they have to face the same difficulties, despite the powerful 
advantage of Government enforcement, as an industrial cartel: the 
difficulty of securing agreement, the danger from within, and the 
danger from without. 
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Agreement has to be reached on the extent to which each participat¬ 
ing country shall reduce its output, and this may prove impossible. 
The usual procedure is to fix a quota for the output, or at any rate the 
exports, of each country based on its past performance during some 
previous period; for example, 80 per cent or 70 per cent of its output 
during the preceding year, or the preceding three years. One country 
may claim that the period chosen as a basis is unfair to her; owing to 
bad harvests, or some such reason, her output was abnormally low at 
that time. Another may point out that her output has been showing 
a marked upward trend, and that this should be allowed for. Others 
may claim that they have special difficulties and will refuse to join 
unless on very favourable terms. The negotiations may break 
down. 

If they succeed, the danger from within is that some countries may 
be unable, or perhaps unwilling, to keep to their bargain. A quota 
has to be enforced on each producer within a country. Has every 
Government the administrative staff to do this? Are they proof against 
bribery? Gan they prevent the smuggling-out of exports in excess of 
those permitted by the agreement? Is the Government itself prepared 
to enforce restriction of output if some of its producers, after prices 
have risen, protest vigorously at not being allowed to take full advan¬ 
tage of the higher prices by producing up to their capacity? 

Finally there is the problem of “outsiders.’* In practice, some pro¬ 
ducing countries will keep out of the scheme. They will be free to 
expand their outputs and exports as much as they please, taking 
advantage of the higher prices brought about by restriction of output 
in the participating countries. This has happened with every com¬ 
modity control scheme, throwing a still greater burden of restriction 
on the member countries. For example, the 1931 sugar scheme was 
abandoned in 1935, by which time the output of “outsiders” had 
increased from 50 per cent to 70 per cent of the world total. 

The conclusion is that even if agreement can be reached on a com¬ 
modity control scheme, the scheme is likely to break down sooner or 
later. 

I cannot refrain from adding two comments about such schemes. 

In the first place, in practice they nearly always protect the less 
efficient producers, who would otherwise have been forced out of the 
industry, and hold back the expansion of the more efficient producers. 
This is the consequence of quotas based on past performance. More¬ 
over, the countries, and the individual producers within a country, 
who are most likely to receive especially favourable treatment are 
those who are in special difficulty because their costs of production 
are higher than those of other producers. The World Economic Survey 
for 1934-35 (pages 96-7) observed: “It is a curious fact that the method 
most generally adopted to restore a semblance of order in the markets 
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for basic foodstuffs and raw materials has been to reduce output in 
the most efficient and least expensive areas of production.” 

In the second place, although such a scheme may be of great benefit 
to producers in the short run, especially if the demand at the prevail¬ 
ing price is relatively inelastic, its long-term effects may be less favour¬ 
able to them. An increase in the price of their product, especially a 
large increase, stimulates not only its output elsewhere, but also the 
search for synthetic or other substitutes for it, and the improvement 
of existing substitutes. A low price for a commodity is a hardship to 
producers, but it does have a strong influence in expanding the demand 
for that commodity and in developing new uses for it, while a high 
price has the opposite effects. 


8. The Extent of Monopoly 

There is less private monopoly, in the popular sense of the term, than 
is often supposed. In most Western countries it is forbidden by law 
although, somewhat paradoxically, the exclusive use of patents is 
permitted. The United States has had an Anti-Trust Act since 1890 
and has broken up large monopolies, or alleged monopolies, from the 
Standard Oil Company to the Aluminum Corporation of America. 
In Great Britain the common law prohibits restraint of trade and there 
is a permanent Commission to investigate monopolistic practices. 
Some firms which arc commonly supposed to be monopolies because 
they are the leading firms in the industry do not in fact hav^e any 
monopoly power and maintain their position through sheer efficiency. 

Nevertheless, despite legal prohibition, there are some firms or com¬ 
binations of firms that are in effect monopolies. But they seldom 
charge prices high enough to maximize their profits. They fear that 
this would stimulate the search for new substitutes for their products, 
or for improvements in existing substitutes; that it might lead to public 
protests, and perhaps to a boycott, by consumers; and that it might 
lead the Government to investigate and to put a stop to their mono¬ 
polistic practices, and perhaps to control their prices or even to 
nationalize them. 

When a Government owns or controls a monopoly, such as a public 
utility, it does not usually aim at maximizing profits, and the same 
applies to schemes such as commodity control schemes which are 
sponsored by Governments. 

This does not mean that economic analysis based on the assumption 
that a monopolist will maximize his profits, by equating his marginal 
cost and his marginal revenue, is useless. It is somewhat unrealistic. 
But it does show how a monopolist, or a group of producers acting 
monopolistically, can gain—at the expense of consumers—by restrict¬ 
ing their output. The brief analysis of discriminating monopoly which 
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I have given (supplemented in the following Note) does explain when 
it may be both possible and profitable to charge different prices for 
the same product. It explains why public utilities charge discriminat¬ 
ing prices, why the Milk Marketing Board charges so much less for 
“manufacturing milk” than for milk for liquid consumption, why 
some countries, guaranteeing minimum prices to their producers, 
dump their surplus on the world market. 

I consider the effects of monopoly later, as part of a general survey 
of the advantages and defects of capitalism. The present chapter has 
discussed monopoly in the ordinary sense of the term. There is less of 
it, at any rate of private monopoly, than is often supposed. But there is 
a great deal of monopolistic or imperfect competition ; many producers 
can fix their own prices. Tliat is the subject of the following chapter. 

Note 

Discriminating Monopoly 

1. When the demand curve is a straight line, the marginal revenue 
curve will be a straight line also and will bisect a perpendicular from 
any point on the demand curve to the T axis. 



The demand curve is AD and the marginal revenue curve is AA^, 
An output of OQ^is sold at a price QP. Total revenue (or consumers’ 
outlay) is measured by the rectangle BPQO (price QP x quantity sold 
0Q_). It is also measured by the area AR(^ “under” the marginal 
revenue curve (for AM shows the additions made to total revenue by 
successive units of output). 

Therefore these two areas are equal to one another. Subtracting 
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the area BCRQOy which is common to both, the triangles ABC and 
CPR are equal in area and as lB ^ lP — a, right angle, and the opposite 
angles at C are equal, the triangles are equal in all respects. 

Therefore BC = CP. 

(If the demand curve is not a straight line we can find the marginal 
revenue QR corresponding to any price P by drawing a tangent AD 
to the demand curve at P and proceeding as above.) 

O B 

2. The elasticity of the demand curve at P is (as we showed in 
our note on page 188). 

OB = QP = price. 

BA — PR (see above) = QP minus QR 
— price minus marginal revenue. 

Therefore elasticity of demand (e) 

_ price 

price ~ marginal revenue 

or price = marginal revenue x . - -- , 


or marginal revenue = price x —— 

Thus, for example, if price is 6d. and elasticity of demand is 2, 

2-l\ 


marginal revenue will be 3d. ^6d. x —• 

3. Suppose that a monopolist can discriminate between two markets, 
and wishes to maximize his profits. 
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We saw (p. 221 ) that he must equate his marginal cost (for his total 
output) with his marginal revenue in each market. 

He will sell at a price of QjiPi in the first market and 

a price of Q.2^2 ^he second market. His marginal cost for his whole 
output (Oj0,1 + 02(2^2) is OiQ ( = ^2^) fi^is equals his marginal 
revenue (Q,i/?i) in the first market and also in the second 

market. 

The price in the first market is higher than in the second because 
the elasticity of demand is less in the first market than in the second. 

4 . How can we find the output OQ^ + ^20.2) which these 

conditions will be fulfilled if the marginal cost curve is not horizontal, 
but rising? By drawing the marginal cost curve and seeing where it 
cuts AR. AR is obtained by “adding together” the two marginal 


Y 



revenue curves. At a marginal revenue of so much, how great would 
be total sales? The answer to such questions gives the curv^e AR. 

With an output the marginal cost OC will equal the marginal 
revenue QJi in each market. 

In the above diagram the marginal cost curve OR is rising. The 
output OQ^ is greater than the output which would be the most 

profitable if only the first market were available. Hence sales to the 
second market means that the marginal cost (and hence the marginal 
revenue, and the price) is higher in the first market than if that were 
the only one. 

If, however, the marginal cost curve were falling the opposite would 
be true. (“Dumping” may make possible economies of scale and so 
reduce the price in the home market.) 
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SUPPLY UNDER IMPERFECT COMPETITION 

1 . Why Competition is often Imperfect 

There are two reasons why competition may be imperfect. The 
number of firms in the industry may be relatively small, and the com¬ 
modity or service may not be homogeneous. 

A small number of firms may compete vigorously with one another. 
For example, there may be only a few building contractors in a town 
but each may submit an independent tender for a job, without con¬ 
sulting the others, and keeping the price he quotes as low as he can. 
But when the number of firms is small each must consider how his 
rivals would respond to a change in his own policy; for example, if he 
should cut his prices, they might cut theirs. A few firms may well 
come to some arrangement to live and let live by following a common 
policy; the arrangement may be written (unless this is forbidden by 
law) or oral, or it may be merely the recognized “custom of the trade,’* 
which they all follow. 

Most of the commodity markets of the world are more or less perfect. 
Commodities such as wool and tea, which cannot be divided into 
homogeneous grades, are sold by public auction. But in the field of 
manufactures each firm can often differentiate its products in some way, 
for example by a trade-mark or a brand, from those of its rivals; and 
thus each firm may have its own circle of customers. The same 
applies to many services, such as retailing, entertainment, hotels and 
restaurants, and professional and technical services; the customer 
knows from whom he is buying and may for some reason prefer one 
supplier to another. 

I should perhaps add a third reason: transport costs. It is transport 
costs or, more generally, the existence of space and therefore of dif¬ 
ferent districts, which may give a few firms in a district something 
approaching a local monopoly, although there may be many such 
firms in the country as a whole. For example, a local brick-works is 
to some extent protected from the competition of brick-works else¬ 
where, for transport costs form a substantial proportion of the selling 
price of bricks; local hotels are to some extent protected from the 
competition of hotels elsewhere because visitors may want to stay in 
that particular district, in order to visit friends or relatives or to do 
business or to enjoy the scenery or other local attractions; local 

237 



238 DEMAND AND SUPPLY 

restaurants and cinemas are to some extent protected because their 
customers would have to spend dme and money in going to a restau¬ 
rant or cinema in another district. 

Clearly there is a great deal of imperfect competition. It does not 
amount to full-blown monopoly if there are no barriers which prevent 
newcomers from entering the industry. But it does mean that firms 
do not accept tlie market prices for their products as something over 
which they have no control; they fix their own. 

2 . Prices under Imperfect Competition 

How do they determine what prices to charge? Tliis is a question on 
which it is difficult to generalize, partly because we have not enough 
facts and partly because tlie practice may differ somewhat from one 
industry to another. 

It is fairly certain, however, that most firms working under imperfect 
competition do not equate their marginal costs and their marginal 
revenue in order to maximize their profits. 

In the first place, it would puzzle such a firm to say what its mar¬ 
ginal revenue would be if it were to charge a different price. For its 
volume of sales at die new price would depend largely on what its 
rivals did. If it raised its price, and they did not raise theirs, it would 
probably lose some, but not all, of its customers to them; it is difficult 
to tell in advance how many of its own circle of customers would 
remain loyal to it. Conversely, if it reduced its price, and they did not 
reduce theirs, it would probably attract some of their customers, but 
it is difficult to say how many. If its rivals responded by reducing their 
own prices or by increasing their advertising or improving the quality 
of their products without altering their prices, it is again difficult to 
say what would happen to its sales. 

In the second place, even if a firm could make a good guess at the 
price which would maximize its profits, it might well deem it wise, in 
its long-run interest, to charge a price substantially lower. For a high 
price, giving a high rate of return on its capital, would certainly tend 
to attract new-comers to the industry and after a time the firm would 
be worse off, because it would have to share the market with more 
rivals, than if it had followed a less grasping policy. 

In the third place, we know that many such prices are kept relatively 
stable for fairly long periods, despite changes in costs or in demand. 
The manufacturer of a branded good often considers it good policy to 
maintain its price, both wholesale and retail; the public tjecomes 
accustomed to this price, and the manufacturer fears that to change it 
in either direction might cause a loss of goodwill. The same applies 
to professional fees, hotel tariffs, laundry charges, and a host of other 
prices. They are, of course, changed from time to time, but usually 



SUPPLY UNDER IMPERFECT COMPETITION 239 

only if there is a marked change in costs which leads all or most firms in 
the industry to take similar action; for example, there may be a general 
increase in the prices of cinema seats following an increase in the 
tax on them, or there may be a general rise in the prices of news¬ 
papers and periodicals following a marked rise in the cost of news¬ 
print. 

The best general explanation of how prices are fixed under imper¬ 
fect competition still seems to be that given by Marshall. The current 
“code of trade morality” prevents a firm from selling at prices only a 
little above marginal costs. “Each man fears to spoil his chance of 
getting a better price later on from his own customers; or, if he pro¬ 
duces for a large and open market, he is more or less in fear of incurring 
the resentment of other producers, should he sell needlessly at a price 
that spoils the common market for all.” ^ The rate of profit on the 
turnover—the percentage “profit margin” added to average variable 
cost in order to arrive at the price—varies widely between industries 
“because it depends on the length of time and the amount of work 
required for the turnover.” * For example, a shipbuilder would have 
to add a much higher percentage than a manufacturer of handker¬ 
chiefs. “As a matter of fact there is in each trade and every branch 
of each trade a more or less definite rate of profits on the turnover 
which is regarded as a ‘fair’ or normal rate.” ^ This is determined, 
assuming no great change in conditions, by die traditions of the trade. 
“Such traditions are the outcome of much experience tending to show 
that, if that rate is charged, a proper allowance will be made for all 
the costs (supplementary as well as prime) incurred for that particu¬ 
lar purpose, and in addition the normal rate of profits per annum 
in that class of business will be afforded. If they charge a price 
which gives much less than this rate of profit on the turnover they 
can hardly prosper; and if they charge much more they are in 
danger of losing their custom, since others can aflford to undersell 
them.” ^ 

Although firms often do not spoil the market by cutting prices 
against one anodier, they nevertheless usually compete quite vigor¬ 
ously in quahty and style, and in the inducements, such as free delivery 
and giving credit, that they offer to their customers. 

Profit margins are sometimes reduced. “These rates,” says Marshall, 
“arc always changing in consequence of changes in the methods of 
trade; w^hich are generally begun by individuals who desire to do a 
larger trade at a lower rate of profit on the turnover than has been 
customar)^ but at a larger rate of profit per annum on their capital.” ® 
Mr. Henry Ford comes along and revolutionizes the methods of pro¬ 
ducing motor-cars. He makes himself a millionaire by charging a 

^ Principles of Economics, 8th Edition, p. 374. • ibid., p. 615 

* ibid., p. 617. * ibid., p. 617. ^ ibid., p. 617. 
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relatively small profit margin on each car and selling enormous 
numbers at relatively low prices—made possible by mass-production 
coupled with a very elastic demand. The changes in “methods of 
trade” are seldom as spectacular as his. But the man who opens a 
cafeteria, the road-haulier who charges low rates for return loads, the 
taxi-driver who collects five passengers all going to the same football 
match, the author who fixes a low price for his text-book, are all, each 
in his own humble way, doing the same kind of thing. 


3. Manufacturing 

Manufacturing is carried on, very largely, under conditions of imper¬ 
fect competition. A manufacturer can usually fix his own prices, but 
he tends to fix them at about the same level as the prices of similar 
products made by his rivals. The price of a manufactured good tends 
to equal the average variable cost of producing it plus a profit margin 
which normally covers fixed costs and gives a normal rate of return 
on capital to most of the firms in the industry. Normally, therefore, 
the price is neither so high that it attracts new firms nor so low that it 
forces existing firms out of business. The most efficient firms, however, 
will make a rather higher return on their capital, and the least efficient 
a rather lower return, than the others. 

If firms refrain from price-cutting, as they often do, there may be a 
good deal of excess capacity in the industry. The profit margin may 
be relatively high and yet yield only a normal return on the capital, 
for some of the fixed capital will be idle or at least not fully used. 
Under these conditions, average variable costs, and therefore marginal 
costs, are likely to be more or less constant. A firm could expand its 
output with its present plant and equipment; its extra costs would be 
mainly for materials and perhaps for a little more labour. Obviously 
a price equal to marginal cost would not cover its fixed costs, let alone 
give it a profit; the price must be substantially higher than marginal 
cost if the industry is to survive. 

A substantial expansion of output, however, may lead to increasing 
marginal costs. Firms may have to engage less efficient workers at 
standard rates or to pay higher rates for overtime. A large increase 
in demand may find the industry unable to cope with it until capacity 
has been increased by the expansion of existing firms and the entry of 
new ones. If the policy is followed of keeping prices fairly stable, the 
consequence may be a marked lengthening of delivery dates. In the 
British engineering industries during the rearmament of 1950 - 52 , 
delivery dates for new orders were often years ahead. 

Manufacturers usually like to keep their prices stable, especially for 
branded goods sold to the public. But prices will have to be changed, 
sooner or later, in response to a marked change in the prices of the 
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factors of production. In some industries, there are one or more large 
firms that exercise price leadership; in such circumstances, they revise 
their prices and most of the other firms follow suit. 

During periods of bad trade, prices may be maintained, but 
deliveries will be prompter, and there may be improvements in quality. 
If a period of bad trade is prolonged, some firms, desperate for cash, 
may give secret rebates or openly cut their prices. 

Having fixed his prices, a manufacturer is prepared to supply 
(sooner or later) as much as is demanded at those prices. But he tries 
to expand his sales by competing with his rivals in everything but 
price—for example in quality, style, and speed of delivery. One way 
in which he may try to expand his sales is by advertising. Much has 
been written about this subject, which I discuss later. Here I wish 
merely to point out that it is only in a few lines, such as patent medi¬ 
cines, that advertising forms a large part of the costs. Most manufac¬ 
turers make producers’ goods and sell to other manufacturers or to 
farmers or builders or service industries, and not to the public. Such 
a manufacturer does tend to have his own circle of customers, but he 
does not retain them by advertising. They have learned by experience 
that they can rely on his products and his performance; and it is often 
difficult for a new-comer or even for an established rival to break 
through his goodwill and tempt some cf his customers away. 

Over a long period, the prices of equipment and materials and the 
wages of workers may rise owing to a general fall in the value of money. 
On the other hand, technical progress is very marked in manufactur¬ 
ing, and therefore output per worker is likely to increase, as it has done 
in the past. Apart from these two opposing forces, there is no obvious 
reason why costs should change in the long period, even if there is a 
large expansion of output. In the short period, a large expansion of 
output would lead to diminishing returns because more workers would 
be employed on the same plants. But in the long period, capacity 
could be increased to maintain the old proportions between fixed 
capital and labour. 

The long-run outlook is therefore different in manufacturing and in 
agriculture. A large expansion of agricultural output would mean 
working land more intensively or resorting to worse land. This would 
tend to raise the prices of agricultural products. Although the latter 
include materials used by factories, we can draw the tentative con¬ 
clusion that if the population of the world continues to grow, and if 
technical progress is not more marked in agriculture than in manu¬ 
facturing, the prices of agricultural products are likely to rise relatively 
to those of manufactured products. The prices of minerals will tend 
to rise, as present deposits become depleted or less easy to work, unless 
equally suitable deposits are discovered to take their place. 


I 
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4. Retail Trade 

The “retail mark-up,” the profit margin which a retailer adds to 
the price that he pays for a good, varies for different goods according 
to the length of time an average article remains in stock, and accord¬ 
ing to the risk that stock will deteriorate either physically or in appeal 
to customers. Thus the British Census of Distribution shows that in 
1950 the average gross margin on sales was only 9*2 per cent on 
tobacco (cigarettes, etc.), where turnover is rapid, and only 14*7 per 
cent on groceries, as against 33*3 per cent on jewellery and 36 per 
cent on furs, where the rate of turnover is very slow although the 
average value of an article is high. For florists it was 36 per cent, and 
in women’s millinery it was 32*5 per cent. 

Some shops, especially in the large towns, provide facilities and 
services such as delivery, credit accounts, and rest rooms. But the 
customer who wants to buy cheaply can usually do so from “cash and 
carry” shops, where the mark-up tends to be lower. 

The mark-up is reduced, especially for goods which the shop has 
had in stock for some time, at “sales.” In some lines, a considerable 
proportion of total purchases is made at sale prices. 

The retail prices of branded goods, which are usually nationally 
advertised, are often fixed by the manufacturer. Most shops sell such 
goods—cigarettes, patent medicines, toilet preparations, branded 
groceries in packages or tins or bottles—at the prices so fixed. They 
cannot charge more or customers would go elsewhere. What if they 
want to charge less and thereby expand their sales? The manufac¬ 
turers usually object, and withhold supplies from shops which cut the 
prices of such goods. This question of resale price maintenance is very 
controversial. I return to it in Chapter XXII. 

There are so many shops—over 500,000 in Great Britain in 1952 —that 
most shopkeepers do not make much of an income. Many small shop¬ 
keepers probably make less than a senior assistant in a department store. 

Why are there so many shops? A man with a little capital who 
likes to be his own boss finds it easy to set up a shop. Premises can be 
rented. Stock can be bought on credit. The capital required has not 
to be tied up in durable and specific plant; it consists mainly of stock- 
in-trade which, at the worst, can usually be disposed of without great 
loss. The consequence, it is often argued, is too many shops. Cer¬ 
tainly many shops have excess capacity—far more customers could be 
served by the same staff. 

For more shops do not mean lower prices. An increase in the supply 
of retailing capacity is unlikely to reduce profit margins; it may even 
raise them. Competition is imperfect. “A retail dealer,” says Mar¬ 
shall,^ “when once he has established a good connection, has always 

^ Article on “Retail Prices,” published in Memorials of Alfred Marshall^ p. 353. 
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had a partial or limited local monopoly.” As a rule, a shop has its 
own circle of customers, who remain fairly “loyal” to it. It may be 
conveniently situated for them; it may grant them credit; it may be a 
centre for local gossip. They may rely on its reputation for goods 
whose technical qualities, such as durability, they must take on trust. 
They may take the risk of being charged more than they would have 
to pay at some other shop, in order to save themselves the time and 
trouble of seeking out the best bargains. This tendency is clearly 
strengthened by the growing extent to which goods are “branded” and 
sold everywhere at prices fixed and maintained by the manufacturers. 

The considerations which, as a rule, prevent new shops from cutting 
prices may be shown by a hypothetical example. Suppose that there 
is a small grocery and provisions shop at each end of a long street, 
and that a man starts a similar shop in the middle of the street. He 
can count on some customers from people who live nearer to him than 
to his rivals. Will it pay him to cut his prices? On some lines he 
cannot do this without soon being deprived of further supplies by the 
manufacturers. If he cuts prices on other lines, most of the customers 
of the other two shops will remain loyal to them; he will attract away 
only some of them. Moreover, he will risk forcing the other shops to 
follow suit and to cut their prices also; if this happens, all three will be 
in a worse position than if he had followed a policy of “live and let 
live.” Hence he will be very likely to accept current prices and profit 
margins. The consequence, therefore, of his entry into the trade will 
be more “excess capacity.” Three shops will now be sharing the work 
formerly done by two. 

It does not follow, however, that profit margins in retailing are never 
reduced. Nearly half of all retail sales are made by department 
stores, multiple shops, and co-operative societies. These shops are 
strong enough to follow their own policy; they can introduce new lines 
in competition with nationally-advertised brands, and they can reduce 
prices when changes in demand or in costs appear to them to call for 
such reductions. 


5. Conclusions 

There is a great deal of imperfect competition in manufacturing, 
retail trade, and the supply of various services. It is difficult to 
generalize about price policy under imperfect competition, but we can 
be fairly sure that most firms do not attempt to maximize their im¬ 
mediate profits by equating marginal cost and marginal revenue. The 
tendency is often to accept the prevailing prices in the industry, and 
these tend to be fixed at levels that give the average firm a margin 
over its variable costs sufficient to cover its fixed costs and to earn a 
normal rate of return on its capital. Such a margin is necessary 
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because there is normally a fair amount of excess capacity in such a 
firm, and therefore its marginal costs tend to be constant, and a price 
well above marginal cost is necessary if the industry is to survive. 
There is competition, however—in quality, style, and performance, if 
not in price. An expansion of demand will bring about an expansion 
of output and a reduction in the prices of factors of production will 
probably lead to a reduction in the prices of the products. If there 
are no obstacles to the entry of new firms into the industry, a new¬ 
comer may reduce the accepted profit margins by introducing new 
methods or a new policy in order to get a bigger turnover by taking a 
smaller profit on each unit. 

The purpose of the present Part is only to show how prices are 
formed. I discuss the social consequences of imperfect competition, 
especially whether excess capacity and competitive advertising are 
wasteful, in Chapter XXII. 



CHAPTER XVIII 


DEMAND, SUPPLY, AND PRICE 

1. The Adjustment of Supply to Demand 

We have seen that at any time there is a short-period supply schedule 
for any commodity that is currently produced. How much more can 
be supplied, and at what price, depends largely on the capacity of the 
industry. It may take a long time for an industry to increase or reduce 
its capacity sufficiently to adapt itself fully to changes in demand. The 
long-period supply schedule shows how much would be supplied at 
any given price if enough time were to elapse for full adjustment to be 
made. In other words, each statement in a long-period supply schedule 
relates to a situation in which equilibrium has been attained. 

In fact, equilibrium never is attained. Before full adjustment can be 
made to one set of changes, other changes take place in the conditions 
of demand and supply. Equilibrium is an ever-changing goal. Never¬ 
theless the concept of equilibrium is useful, and I shall return to it. 

Under perfect competition, price will tend to equal marginal cost 
for every firm in the industry; and the short-period supply schedule of 
the commodity is obtained by discovering how much each firm would 
produce at such-and-such a marginal cost, and adding the amounts 
together. If the industry is making more than normal profits, it will 
tend to expand, and if it is making less than normal profits, it will 
tend to contract. 

Under imperfect competition, including monopoly, the notion of a 
supply schedule may seem out of place. For a firm may fix its own 
price and stand ready to supply as much or as little (within limits) as 
the market will take at that price. Formally, however, we can treat 
this as a supply schedule; in a diagram it would appear as a horizontal 
supply curve at the level of the price which the seller fixes. 

But whether or not we speak of supply schedules under imperfect 
competition is of no importance for our main purpose, which is to dis¬ 
cuss how the price system works. Imperfect competition, and especi¬ 
ally monopoly, may have serious defects from the standpoint of making 
the best use of the resources of the community; this question is discussed 
in Chapter XXII. But under imperfect competition, the response to 
changes in demand is usually as adequate as under perfect competition, 
and often it is more prompt. 

Under perfect competition, a change in price is needed to bring 
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about the required response to a change in demand. Demand increases, 
price rises, more is produced. Or demand decreases, price falls, and 
less is produced. Under imperfect competition, such price changes are 
not necessary, in so far as each firm stands ready to supply more or 
less in response to increases or decreases in demand. We can imagine 
freak cases of queerly-shaped demand curves where a monopolist 
would maximize his profits by reducing his output (and considerably 
raising his price) in response to an increase in demand, but in practice 
this hardly ever happens. If demand increases, more will be pro¬ 
duced, and if demand decreases, less will be produced, under imperfect 
competition just as under perfect competition. 

Under perfect competition, a change in the conditions of supply 
which raises or reduces marginal cost will be reflected in a rise or fall 
in price; the former supply schedule will be replaced by a new one. 
Under imperfect competition, some firms may be reluctant to alter 
their prices, despite a moderate rise or fall in their costs; their supply 
schedules may remain unchanged. But if the change in costs is sub¬ 
stantial, it will tend to be reflected sooner or later in an increase or 
reduction in the price. 

If profits are above normal, capacity will tend to be increased, pro¬ 
vided—an important proviso—that new firms are free to enter the 
industry; and if profits are below normal, capacity will tend to be 
reduced. 

In short, whether competition is perfect or imperfect, supply will 
tend to adjust itself to changes in demand. This applies equally to 
factors of production, such as raw materials and equipment, which are 
themselves currently produced. We have not yet discussed, however, 
the supply of factors of production such as labour services, loans of 
money, and land, which are not produced. These questions are 
deferred until Part V, and this leaves us with a gap. We do know, 
however, that if we can take the total supply of such a factor as given, 
it will tend to be distributed among different uses in such a way that 
its net earnings are the same in every use (except in so far as lower 
earnings are compensated by other advantages). In fact, we can 
define equilibrium as a state of affairs in which nobody would have 
any incentive to do anything different by transferring his own services 
or his property to some other industry or occupation. 

When no factor sees a gain 
Now or in the days to come 
By moving to another line, 

Then there’s equilibrium. 

2. Changes in Demand 

The consequences of any important economic change are not likely to 
be confined to the one or two commodities immediately and 
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directly affected. But for our present purpose we can ignore such 
repercussions and consider “one thing at a time.” 

Suppose, then, that a change takes place in the conditions of demand. 
The present demand schedule is no longer valid; it is replaced by a 
new one. If the new one shows that more will be bought than before 
at any given price, the change is an increase in demand. The conse¬ 
quence will be to raise the price (unless the price remains fixed, under 
imperfect competition) and to expand the amount supplied. 

In the example I have used, the relevant parts of the demand 
schedule and of the short-period supply schedule are as follows— 


Price 

Demand 

Supply 

per unit 

(million units 

(million units 

d. 

per week) 

per week) 

14 

5 

8 

13 

6 


12 

7 

7 

11 

8 


10 

9 

6 


The price settles at 12d. a unit, for at that price the amount demanded 
and the amount supplied, week by week, are the same, namely seven 
million units. 

Suppose that demand increases. The relevant part of the new de¬ 
mand schedule may be as follows— 


Price 

Demand 

per unit 

(million units 

d. 

per week) 

16 

6 

15 

7 

14 

8 

13 

9 

12 

10 


A price of 15d. a unit would be needed to restrict demand to the 
present seven million units a week. But the price will not settle at 15d., 
for at that price more than eight million units would be supplied week 
by week, and supply would exceed demand. At a price of 14d. a unit, 
eight million units a week would be demanded, and the same amount 
would be supplied (for the supply schedule has not changed); the new 
price will be 14d. a unit. 

Diagrammadcally, the old demand curve DD is replaced by D^D^, 
The supply curve SS remains the same. Price rises from P to and 
output expands from OQ^io OQj^, 

Similarly with a decrease in demand. DD is replaced by a new 
demand curve to the left of Z)Z); SS remains the same; price falls and 
output contracts. 

By convention the words ^Hncrease’'* and decrease'^ are restricted to the causal 
change^ in this case the change in demand. The conditions of supply 
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do not change; more or less is supplied in response to a change in 
demand, but the supply schedule remains the same. The supply 
schedule has indicated all along that if the price were 14d., eight 
million units a week would be supplied. Now that the price is in fact 
14d. (owing to the increase in demand) eight million units a week are 
in fact supplied. There has been no change whatsoever in the condi¬ 
tions of supply. 


Y 



Changes in demand may take place for a hundred and one reasons. 
They may be due to changes in the size or age-composition of the popu¬ 
lation. For example, in Australia the demand for housing has sub¬ 
stantially increased owing to the post-war immigration, while in Great 
Britain the demand for such things as bread and perambulators is less 
than a generation ago, when there were more children. 

They may be due to changes in incomes. A general rise in money 
incomes, without a corresponding rise in output, is likely to raise costs 
of production and prices to about the same extent. But a rise in real 
incomes tends to alter the distribution of expenditure; in general, a 
smaller proportion than before will be spent on food and a bigger pro¬ 
portion on what used to be regarded as luxuries or semi-luxuries. A 
change in the distribution of wealth in favour of the poorest sections 
has a similar effect on their demands, while heavy taxation of the 
well-to-do reduces their demand for large houses, domestic servants, 
and other luxuries. 

Nowadays over a third of the British national income passes through 
the hands of the Government, and the expenditure of the Government 
is a very important factor; during recent years the expansion of the 
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health services, for example, has increased the demand for doctors, 
dentists, nurses, medicines, and dentures. 

Technical progress of course affects costs, but it affects demand also. 
The coming of the motor-car reduced the demand for horses and oats; 
artificial silk and nylon reduced the demand for natural silk. The use 
of rubber powder for road surfaces tends to increase the demand for 
rubber. Developments in the science of nutrition tend to increase the 
demand for certain foodstuffs—for example, for those rich in vitamins. 

In general, both prices and the volume of sales are greater for most 
goods in times of good trade than in times of bad trade. This is 
especially marked for capital goods and for durable consumers’ goods, 
such as refrigerators and radios, the demand for which tends to fall 
during periods of depression. 

Sometimes expectations are important. For example, the Korean 
war led to a rush of public and private stock-piling, sending up the 
prices of a number of raw materials. If people think that prices are 
rising, they speed up their purchases; if they think prices are falling, 
they tend to hold off buying. 

Often a change in demand is simply a question of a change in tastes, 
which may have been assisted by advertising. More is spent today on 
beauty preparations and cigarettes, and less on hats, than a generation 
ago. 

If incomes and tastes and knowledge are given, as they are at any 
moment of time, the demand for any particular commodity depends 
mainly on the prices of other commodities that might be bought 
instead. 


3. Changes in Supply 

An increase in supply means that at any given price more than before 
will be offered for sale. If the demand schedule remains the same, the 
price will fall, and more will be bought week by week than before. To 
revert to our example— 


Price 

Demand 

Supply (1) 

Supply (2) 

per unit 

(million units 

(million units 

(million units 

d. 

per week) 

per week) 

per week) 

14 

5 

8 

13 

13 

6 

7i 

12 

12 

7 

7 

11 

11 

8 


10 

10 

9 

6 

9 


An increase in supply, perhaps due to technical progress which reduces 
costs of production, makes the new supply schedule (2) replace the old 
supply schedule (1). The price falls from 12d. to lOd., and the amount 
bought expands from seven million units a week to nine million. It 
should be noted that no change whatever has taken place in the 

I 2 B.E. 
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conditions of demand; the demand curve remains the same, but the 
supply curve shifts to the right. 

(inversely, a decrease in supply, due for example to a rise in the 
price of one or more of the factors used in producing the commodity, 
will lead to a higher price and a reduced volume of sales. 

The same change may affect both demand and supply. For example, 
a general rise in money wages will raise costs, but at the same time 
will increase demand by giving the wage-earners more spending- 
power. If there is full employment, both before and after the rise in 
wages, the amounts bought and sold may alter little, but prices will 
rise. 

As time goes on, there may be changes both in the conditions of 
demand and in the conditions of supply for a commodity or service. 
For example, between 1931 and 1951 the number of women domestic 
servants in Great Britain nearly halved. The demand for them fell 
off owing to heavier taxation of the well-to-do. At the same time, 
the supply of domestic servants fell off because the remuneration of 
women in alternative occupations became more attractive. The 
supply of domestic servants decreased more than the demand for them 
decreased, and their wages and conditions of service improved. 

The demand for rubber, to take another example, is likely to increase 
quite considerably in the future, with the continued growth in the 
numbers of motor vehicles and the development of new uses for rubber. 
Nevertheless the price of rubber may fall. The newer trees give three 
times the yield of the old, and there is constant technical progress in 
the manufacture of synthetic rubber. Hence the increase in supply 
may be greater than the increase in demand. 


4. Theories of Value 

Is there some general explanation of the relations between prices, or, 
in other words, some general theory of value, which is more funda¬ 
mental than ‘‘supply and demand”? Obviously, fluctuations in market 
prices are due to changes in supply or demand, but is there not some 
deeper explanation of the relations between the “normal prices” which 
these temporary fluctuations disturb? To put the same question in 
another way, suppose that no further changes were to take place. 
Equilibrium would eventually come about. The price of every com¬ 
modity would settle down at such a level that the supply of it, week 
by week, would equal the demand for it; and no factor of production 
would be able to earn more by moving into a different industry or 
occupation. Yet a ton of cotton, for example, would be worth far 
more than a ton of coal. Why? 

Ricardo (1817) said that commodities exchange against one another 
according to the relative quantities of labour embodied in them. (This 
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is very different from saying, as Marx said, that all value is created by 
labour and that rent, interest, and profits represent exploitation of the 
workers.) Rent does not enter into price. The price of an agricultural 
product is determined by its cost of production on land that is only 
just worth working and that therefore yields no rent; rent is a surplus 
which accrues to the better land. Capital as well as labour is employed 
in production. But capital goods are themselves produced by labour, 
and the proportion of interest to labour costs may be assumed to be 
much the same in one industry as in another. Hence if one commodity 
embodies, say, twice as much labour as another, it will be twice as 
valuable. 

I will give only one criticism of this theory. How do we measure 
the quantity of labour? A Corot can dash off in a few hours a picture 
which will sell for much more than a picture that has taken a mediocre 
artist several months to produce. A working jeweller can earn two or 
three times as much in an hour as an unskilled worker. Why? Simply 
because the products of a Corot or a working jeweller are more valu¬ 
able. But this introduces another determinant—namely, demand. It 
is values that have to be explained, and if we measure labour by the 
value that it produces we are reasoning in a circle. 

Another theory is that value is determined by cost of production. 
It is true, as we have seen, that under perfect competition the price of 
a product will tend to equal its marginal cost of production. But mar¬ 
ginal cost of production does not determine price. What happens is that 
firms expand their output up to the level at which their marginal cost 
equals the price. If demand increases, the price rises; output expands, 
and marginal cost rises. In other words, marginal cost depends partly 
on demand. Under imperfect competition, a firm may fix its prices 
on the basis of its costs. But how large a profit margin it adds will 
depend on various factors. One of these factors is the state of demand; 
it will not fix a price that is so high that its volume of sales is too small 
to cover its total costs. We cannot get away from the influence of 
demand. 

Moreover, cost of production is made up of the prices of the various 
factors of production employed in producing the commodity. What 
determines the price of such a factor? If most units of that factor are 
employed in otlier industries, its price will depend on what it can earn 
elsewhere. If most units of it are employed in that industry, its price 
will depend largely on the prices of its products. For example, when 
the price of wool soared after the war, so did the wages of sheep- 
shearers; when the price of wool came down in 1951-52, so did the 
wages of sheep-shearers. Clearly the demand for wool partly governs 
its cost of production. 

Jevons (1870) and others approached the problem from the side of 
demand. It is demand—marginal utility—that determines value. 
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Prices are proportional to marginal utilities. This view has the advan¬ 
tage that it accounts for the values of commodities that are not cur¬ 
rently produced, such as paintings by old masters, as well as for the 
values of current output. But we cannot ignore supply. If for any 
reason (for example, technical progress) there is an increase in supply, 
price will tend to fall, and the marginal utility of a unit will fall cor¬ 
respondingly, for consumption will expand. 

The fact is that there is no single fundamental explanation of value. 
On the one hand, we have the wants of consumers and the existing 
distribution of wealth; each shilling carries the same weight as every 
other, whether it is spent by a rich man or by a poor man. On the 
other hand, we have the difficulties to be overcome in satisfying those 
wants. Means of production are limited in amount, and many of 
them can be used cither for one purpose or for another. Equilibrium 
is reached when prices are such that the supply of every commodity 
equals the demand for it, and no factors of production have any incen¬ 
tive to move into another industry or occupation. 

It is true that the prices of products are related to the prices of the 
factors of production employed in producing them. But it is also true 
that the prices of those factors depend on the value of their products, 
both in the industry under consideration and in other industries. The 
prices of products in one industry are affected by the prices of possible 
substitutes produced by other industries. Everything depends on 
everything else. The price system is a system; all prices are mutually 
dependent on one another. 

By concentrating on one commodity at a time, we can use the 
apparatus of supply and demand to point out the main forces at work. 
And we can lay down two general principles. 

The first is that marginal utilities are proportional to prices. This 
is always true, whether or not the general situation is one of equi¬ 
librium. But it is nothing more than a statement that consumers spend 
their incomes in the ways which they prefer. 

The second general principle is that prices tend to reflect opportunity- 
costs. This covers all prices, and not only the prices of produced com¬ 
modities. For example, a wage reflects the alternative of what the 
wage-earner could earn (or, more widely, of the net advantages he 
would get) by working in another industry or occupation; and the 
alternative to more work and, therefore, a larger income is more 
leisure. Again, the opportunity-cost of receiving interest by lending 
money is either keeping the money “liquid” or spending it on present 
consumption. 

But in a situation of disequilibrium, prices do not fully reflect oppor¬ 
tunity-costs, and therefore factors of production tend to move to where 
they can get a better return. And even in equilibrium the principle 
applies only where competition is more or less perfect. Under imper- 
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feet competition, prices are often fixed well above marginal costs. The 
time has come for us to consider how far this practice really conflicts 
with the opportunity-cost principle. 


5. Price and Marginal Cost 

We have seen that under perfect competition prices tend to equal 
marginal costs, but that under imperfect competition prices are often 
fixed well above marginal costs. 

Does this imply a wasteful distribution among industries of labour 
and other resources? At the first blush, it may seem so. For example, 
the same labour may have a marginal product which is twice as valu¬ 
able in one industry as another. Surely labour, and other resources, 
should move from the latter industry to the former? And surely this 
type of movement—out of “perfect competition” industries and into 
“imperfect competition” industries—should continue until the values 
of marginal products are everywhere the same? This would be 
achieved if prices were everywhere equal to marginal costs. This 
would mean large reductions in prices in some industries under imper¬ 
fect competition; the lower prices would expand the demand, and 
output in those industries would increase. 

But would it? An extra passenger or an extra parcel of goods can 
usually be squeezed into a train at no extra cost. The marginal cost is 
nil; therefore, if prices are fixed equal to marginal costs, passengers 
and goods would be carried free. The railways would get no revenue. 
How could they survive? 

The problem still remains if we take a different unit, for example 
the cost of running an extra train, to measure marginal cost. Prices 
equal to marginal costs would not cover the fixed costs, let alone 
provide a profit. 

The reason for this difference between perfect competition and 
imperfect competition is that under the former, marginal cost is increas¬ 
ing, and therefore marginal cost exceeds average variable cost suffi¬ 
ciently to cover the fixed costs and yield a normal profit, whereas 
under the latter, marginal cost is often constant, and equal to average 
variable cost, so that a price equal to marginal cost yields no margin 
to provide for fixed costs and profits. 

The view that prices should always equal marginal costs rests on the 
premise that consumers should have what they value more liighly, 
provided that it can be produced by the same factors of production. 
But consumers do not want cheaper rail transport today and none 
tomorrow. They want prices which permit the industry to survive 
and to maintain its output. 

It has been suggested that this should be achieved, and prices never¬ 
theless fixed equal to marginal costs, by Government subsidies to 
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“imperfect competition” industries, or by the Government taking them 
over and running them at a loss. But why should the taxpayers pay 
for consumers of such goods and services to consume more of them, at 
prices which do not cover the total cost of producing them? To my 
mind, this suggestion is fantastic. 

But we can still apply the opportunity-cost principle. We can apply 
it to the distribution of capital between industries. If capital in certain 
industries is yielding more than in others, then more capital should 
flow into the former industries. If this inflow is prevented by mono¬ 
polistic barriers, this is against the public interest. The tendency 
should be for industries making more than normal profits to expand, 
and for those making less than normal profits to contract. For this is 
the way to conform to the premise that consumers should get the goods 
which they value more highly, and should go on getting them. 


6. The Laws of Supply and Demand 

A change in price does not come about by itself. It comes about 
because some sellers are prepared to accept less or some buyers to pay 
more. It is the result of a change in conditions that affects the supply 
schedule or the demand schedule, or both. 

If the change affects only the demand, the normal sequence will be 
an increase in demand, leading to a rise in price which induces an 
expansion of supply or, in the opposite case, a decrease in demand, 
leading to a fall in price which induces a contraction of supply. If 
the change affects only the supply, the normal sequence will be an 
increase in supply, leading to a fall in price which induces an expansion 
of demand or, in the opposite case, a decrease in supply, leading to a 
rise in price which induces a contraction of demand. 

The distinction between increases and decreases, on the one hand, and 
expansions and contractions, on the other hand, is a useful aid to clear 
thinking. Increases and decreases are changes in conditions that 
initiate the sequence of changes; expansions and contractions are merely 
the responses. 

People sometimes speak as if a price could never permanently 
change. They say, for example: “An invention may reduce costs, 
increase supply, and lower price for the time being. But demand will 
increase, owing to the lower price, and this will send the price back 
to its original level.” This of course is quite wrong. The demand 
curve remains the same. Demand does not “increase” but is “ex¬ 
panded,” more being bought simply because the price is lower. There 
is, however, a new supply curve, which is lower than the original one, 
and hence the new equilibrium price will be below the original price. 

I give below four “laws” of supply and demand. But it should be 
remembered that these laws, like all economic laws, are only generaliza- 
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tions about tendencies. There are often exceptions to law 3; under 
imperfect competition, many producers can and do increase their out¬ 
put of a particular good, when the demand for it increases, without 
raising its price, and may maintain its price for a time although 
demand and sales have fallen off. 

1. Price tends to equate the amount that sellers are prepared to 
offer for sale and the amount that buyers wish to buy. 

2. Usually a larger quantity of a commodity will be demanded at 
a lower price than at a higher price; and a larger quantity will be 
offered for sale at a higher price than at a lower price. 

3. All increase in demand tends to raise the price and to expand 
the supply; a decrease in demand tends to lower the price and to 
contract the supply. 

4. An increase in supply tends to lower the price and to expand 
the demand; a decrease in supply tends to raise the price and to con¬ 
tract the demand. 

The ‘‘supply and demand*’ approach is to some extent incomplete, 
because it concentrates on one commodity at a time instead of looking 
at the whole picture. I discuss the alternative approach of “indiffer¬ 
ence curves” in an Appendix to this Part. 



CHAPTER XIX 


SOME APPLICATIONS OF DEMAND AND 
SUPPLY 

1. Price-Fixing 

Suppose that a Government tries to keep down the cost of living by 
fixing maximum retail prices for certain commodities. We can keep 
to our example of butter. The supply of butter and the demand for 
it are as shown in our schedules. The equilibrium price is Is. a unit 
(and if the reader thinks Is. a pound too low nowadays, he can call a 
“unit” half a pound or a quarter of a pound), and at that price supply 
equals demand at seven million units a week. The Government now 
fixes a maximum price of 6d. a unit. What will happen? 

If the prices of alternative products—milk, cheese, livestock, crops 
—are not also fixed at correspondingly low levels, farmers will switch 
over to them. Little or no butter will come on to the market. 

This is not what the Government wants. It wants the output of 
butter to be maintained. What measures can it take to ensure that as 
much butter as before is produced, despite the lower price? 

It has three broad alternatives: compulsion, or fixing all prices, or 
a subsidy. 

A dictatorship could simply order each farmer to produce as much 
butter as before. Those who did not could be shot “pour encourager 
les autres” or drafted into forced-labour camps. If dairy-farmers 
employed paid labour, their workers could be ordered to remain where 
they were, despite cuts in their wages. This “solution” would penalize 
farmers and their workers for the benefit of consumers of butter. 

The second solution would be to extend price control. Clearly the 
prices of milk, cheese, and other dairy products would have to be 
reduced also, or farmers would produce them instead of butter. But 
if the prices of all dairy products are reduced, the prices of all farm 
products must be reduced, or farmers—unless they are compelled to 
remain in dairy-farming—will switch over to livestock or to crops. 

In order not to penalize farmers, their costs also would have to be 
reduced. As this would mean reducing the prices of manufactures 
such as agricultural machinery and fertilizers, the prices of all manu¬ 
factures would have to be reduced in order to maintain the output of 
those manufactures needed by farmers. 

The costs of farmers include the wages of farm workers. They would 

256 
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have to be reduced. This means that the wages of all workers would 
have to be reduced in order to prevent—without compulsion—a 
transfer of farm workers to other occupations. 

Thus the Government would have to fix all prices, including the 
prices of factors of production. For all prices are related to one 
another and affect one another. If the Government should leave any 
gaps, capital and labour would move into the uncontrolled industries, 
where they could now earn more. 

The third solution is the simplest. Pay the producers (or importers) 
of butter a subsidy, so that their total receipts are the same as before. 
Fix the margins added to the farm price (or the butter-factory price) 
by wholesalers and retailers, so that they are the same as before, with 
the retail price at 6d, a unit. This solution avoids the need for a host 
of price-fixing committees, to see that “fair” prices are fixed, and are 
changed from time to time when relevant conditions change, and for 
an army of officials to see that maximum prices are not exceeded and 
to prevent “black market” transactions. 

Such a subsidy is paid to the producers of butter, but all the benefit 
of it goes to the consumers of butter. They can buy butter for 6d. a 
unit instead of Is. 

But they cannot all buy as much butter as they want at 6d. a unit. 
At 6d. a unit, 13 million units a week are demanded but only 7 million 
are supplied. Who decides who are going to be the lucky purchasers? 
Will it be left to the favouritism of shopkeepers, keeping butter “under 
the counter”? Many of the unsatisfied would-be purchasers would 
pay not merely Is. a unit, but considerably more in order to get some 
butter. Will a “black market” in butter develop, those who can 
manage to buy substantial quantities reselling (illegally) at some price 
well over 6d. a unit? The obvious answer is rationing. 


2. Rationing 

Rationing seems to be a “fair” way of sharing out limited supplies of 
essential commodities; each gets the same amount, at a fixed price. 
In a besieged city, the rationing of limited stocks of food and drink 
may be inevitable; and it may be necessary in war-time. 

In Great Britain, rationing was continued after the war (although 
the scope of it was gradually relaxed) because it was thought necessary 
to restrict imports. The prices of imports such as meat and bacon and 
butter would have risen considerably, in order to restrict demand to 
the supply available from restricted imports plus home production, if 
they had not been subsidized. In fact, they were subsidized, and the 
limited supplies were rationed. 

One motive for rationing was to reduce the effects of inequality of 
wealth. The richer sections of the community could not take full 



258 DEMAND AND SUPPLY 

advantage of their greater wealth; within the field of rationed com¬ 
modities, they could buy no more than anybody else. As restrictions 
were relaxed, however, this aspect of the matter became less significant; 
those who could afford it could supplement their rations by eating at 
restaurants or by buying those foodstuffs that were no longer rationed. 

The disadvantage of rationing is that it restricts freedom of choice; 
it makes no allowance for differences in tastes and incomes. Some 
people who now got a butter ration may never have bought any butter 
before; they may have preferred to buy cheaper fats, such as mar¬ 
garine, or to spend their money on something quite different. And 
some people may have found themselves restricted by rationing to 
only a part, perhaps less than half, of the amount they bought before. 

It is clearly a disadvantage to be allowed to buy only limited 
quantities of certain commodities. Many consumers would prefer to 
pay somewhat higher prices and to buy whatever they wanted.^ 

Under rationing, Mrs, A would rather have more butler and less 
bacon; Mrs. B would rather have more bacon and less butter. Can 
they get together and swap some of their rations? If the Government 
permits all such transactions, a market in ration coupons will develop, 
where people can sell coupons for goods of which they do not want to 
buy their full rations and can buy coupons for goods of which they 
want to buy more than their rations. But this would drive a coach- 
and-four through the principle of “equal shares.” The Government 
is almost certain to forbid it, and to make it an offence even for Mrs. A 
to swap her bacon for Mrs. B’s butter over the garden fence. 

Nevertheless a number of Governments during the war introduced 
a “points” system for rationed commodities. Under such a system, 
every ration-card holder is entitled to buy so many “points” of 
rationed commodities each month, taking whatever he pleases, each 
commodity being given a value of so many points per unit. If the 
demand for one commodity exceeds the supply, its points value (but 
not necessarily its price) is raised; if stocks of another remain unsold, 
its points value is reduced. This system introduces some flexibility. 
It is half-way back to a system of prices, which allows each consumer 
to buy exactly what he wants—up to the limit of what he can spend. 

Why not go the whole way, in peace-time, and do away with sub¬ 
sidies and rationing? Imp)orts can still be restricted, if they must be, 
but prices can be allowed to find their own levels. The poorer sections 
may suffer hardship from high prices, t But the extra taxation needed 
to pay for subsidies might be spent to better advantage in helping 
directly those who most need help, by such devices as increased family 
allowances. Under the subsidy-plus-rationing system the help is dif¬ 
fused; all consumers of rationed commodities, rich and poor alike, get 

This point is made, in terms of indifference curves, in Section 5 of the Appendix to 
this Part. 
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the same benefit from their reduced prices. Freedom of choice is 
restricted, and the administrative expenses of running a rationing 
system and trying to prevent “black market” transactions are quite 
considerable. There seems, to my mind, to be a good case for letting 
the price system do its work and for relying on more direct and effec¬ 
tive measures to relieve hardship. 

3. Taxes on Commodities 

In a modern community the operations of public finance are very 
important. They affect the volume of employment, the general level 
of prices, the composition of the national output, and the distribution 
of wealth. The combined effects of taxation and public expenditure 
are likely to change all supply schedules (by altering the relative 
prices of the various factors of production) and all demand schedules. 
But we can concentrate on the effects of a tax on one commodity by 
supposing that everything else, including public expenditure, remains 
unchanged. 


Y 



QUANTITY 


Suppose, then, that a tax / of so many pence per unit is imposed on 
the production of a commodity. Suppose that, before the tax, demand 
and supply were equal at a price P with an amount OQ^ produced and 
bought each week. Suppose, further, that the conditions of demand 
and supply remain the same after the tax as they were before it. 

We can consider first a commodity produced under perfect competition. 
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The short-period effect of the tax will be to raise the price to 
consumers to Pj and to reduce the net price received by producers 
to Pgj equal to less /. The amount produced and bought each week 
will be reduced to 0Q^^\ this is the amount that the supply schedule 
shows will be produced at and that the demand schedule shows will 
be bought at P^. 

The new price P^ will exceed the former price P by less than the 
tax t. This is because the supply curve slopes upward. Owing to 
diminishing returns, the marginal cost and, therefore, the supply price 
are less for OQ,i than for OQ^. 

The amount by which P^ exceeds P will depend on the slopes of the 
two curves. If the demand curve is very inelastic (nearly vertical) or 
if the supply curve is very elastic (nearly horizontal), the price will 
rise by nearly the full amount of the lax; in the opposite circumstances, 
the price will rise very little. If the two elasticities are equal to one 
another, the price will rise by half the amount of the tax. 

It makes no difference whether the tax is a purchase-tax levied on 
the buyers, who pay Pg the tax, or an excise duty levied on the 
producers, who receive P^ less the tax which they pay to the Govern¬ 
ment. I have assumed a specific tax of so many pence a unit. The 
same reasoning applies to an ad valorem tax. Suppose the latter is 10 
per cent of the supply price. We merely have to find a supply price Pg 
at which the same quantity will be supplied as is demanded at Pg plus 
10 per cent ( =Pi). 

Let us now consider a monopolist who maximizes his profits. It 
makes no difference whether we regard the tax t as an addition to his 
marginal costs or as a deduction from his marginal revenue. He will 
reduce his output from O(fto OQ,i and raise his price from P to Pj. 

In tlie following diagram his marginal costs are shown as constant 
and the demand curve as a straight line. In this special case, P^ will 
exceed P by exactly half the tax The reduction in his output, and 
therefore the increase in his price, will be less if his marginal costs are 
increasing, and greater if they are decreasing, than if they are constant. 

It is often said that the best way to tax a monopolist is to tax him a 
lump sum, or a percentage of his profits. The argument is that such a 
tax will not lead to a reduction in his output. Whatever output 
maximized his profits before will still maximize his profits less fx or 
less per cent. But if it is possible to single out a monopolist and to 
impose a special tax on him, it would surely be better still to control 
his prices or, if practicable, to remove the foundations of his monopoly 
power. 

In practice, however, a monopolist seldom charges a price high 
enough to maximize his profits. He may therefore add the full amount 
of a tax to his price, if he can do so without arousing public hostility; 

^ See Note to Chapter XVI. 
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and this may pay him better (although he will still be worse off, 
because his sales will fall) than raising his price by less than the tax. 

The same applies to imperfect competition in general. The normal 
response of producers is to “pass on” the tax to consumers by adding 
it to their selling price. They may discover after a time that their 


Y 



sales fall off so much that their best course is to reduce their prices 
somewhat, but to begin with they are likely to add on the full amount 
of the tax. 

It is sometimes said that if the price rises by the full amount of the 
tax, the incidence of the tax is wholly on the buyers; if it rises by half 
the amount of the tax, the incidence is shared equally between sellers 
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and buyers, and so on. This is misleading. Even if the price rises by 
the full amount of the tax, the sellers are worse off because their sales 
are smaller; they have more excess capacity. 

As time goes on, fixed capital in a taxed industry will not be replaced 
when it wears out. Eventually the capacity of the industry will be 
reduced until it again yields the normal rate of return on capital, and 
new capital will again flow into it. This is what is meant by the state¬ 
ment that “an old tax is no tax.*' But this statement also is misleading. 
So long as the tax remains, investment in the industry is less than it 
otherwise would be, and the prices of its products are higher. Both 
producers and consumers would gain if the tax were removed. 

During the period of transition, while capacity is being reduced, the 
burden of the tax will fall on those factors of production tliat cannot 
move into other industries and earn as much, or nearly as much, as 
before. Relatively unskilled workers, for example, are not likely to 
have their wages reduced, for they can move to other industries where 
wages are still the same. The bulk of the burden will fall on the 
owners of plant and equipment, or on skilled workers, specialized to 
that particular industry. 

The burden on the consumers of a taxed commodity is greater than 
the revenue which the Government obtains from the tax. This can be 
seen most clearly if we think of a man who stops consuming the com¬ 
modity. The Government gets nothing at all from him. But he is 
worse off, for he would prefer to go on buying it (at its former, untaxed, 
price) than to consume whatever he now buys instead. The same 
reasoning applies to everybody who reduces his consumption of the 
commodity because of the tax.^ From this standpoint it is better, if 
only a few commodities are to be taxed, to select those for which the 
demand is relatively inelastic. 

4. Import Quotas 

International trade tends to equalize prices between countries. The 
price of wool in Australia would be much lower if Australia had to 
consume all the wool she produced and could not export any. The 
price of wool in the United Kingdom would be much higher if we 
could consume only what we produced, and could not import any. 
Under international trade, wool is exported from Australia to the 
United Kingdom. If there are no restrictions on this trade, the price 
of wool in the United Kingdom will exceed its price in Australia only 
by the amount of transport costs and import duties (if any). For the 
Australian producer can sell either for local consumption or for export, 
whichever pays him best. (In practice both overseas and Australian 
buyers attend the wool auction sales.) 

^ This point is made, in terms of indifference curves, in Section 6 of the Appendix 
to this Part. 
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In order to simplify the wording, let us take the United Kingdom to 
be the sole importing country and let us take Australia to represent all 
exporting countries. Let us also ignore transport costs and import 
duties. 

Then the price of wool will be the same in the United Kingdom as 
in Australia. This equality will be brought about by the export of a 
certain quantity from Australia to the United Kingdom. 

The following diagram shows the conditions of demand and supply 
for wool in each country. If there were no international trade, the 
price would be in the United Kingdom and in Australia. Under 
international trade, an amount EE [=11) is exported from Australia 
(and imported into the United Kingdom) per unit of time, and the 
price in both countries is P, 


Y Y 



Now suppose that the United Kingdom imposes an import quota 
on wool, restricting the amount of wool she imports (per unit of time) 

(ZQ, ( = Q}Q})- The effect will be to raise the price of wool to Q^in 
the United Kingdom and to reduce it to Q} in Australia. 

At the price P, the output in the United Kingdom was OM, At 
the higher price it expands to OM^, At the price Q.? the amount 
demanded in the United Kingdom is OAIny which equals the supply, 
OM, plus dd. 

The extent to which d exceeds P will depend on the size of the 
quota and on the elasticities of supply and demand in the United 
Kingdom. The larger the quota, the more elastic the British supply, 
and the more elastic the British demand, the less will be the rise in 
price from P to d- The extent to which the new Australian price, 
is below P will depend on the size of the quota and on the elasticities 
of supply and demand in Australia. The larger the quota, the more 
elastic the Australian supply, and the more elastic the Australian 
demand, the less will be the fall in price from P to Q}* 
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It is interesting to note the differences between an import quota and 
an import duty. An import duty of QJi} per unit of wool would 
equally restrict imports to raise the price in the United Kingdom 
to and reduce the price in Australia to Q}, But whereas the differ¬ 
ence in price, goes to the United Kingdom Government under 

an import duty, it is divided between importers and exporters under 
an import quota. And whereas under an import quota the amount of 
imports is rigidly fixed, under an import duty it may vary; for example, 
if costs of production in Australia are reduced, the quantity imported 
will increase. 


5. Buffer Stocks 

Some commodities may fluctuate considerably in price over a fairly 
short period. For example, rubber was Is. a pound in 1949, rose to 
over 5s. early in 1951, and fell to less than 2s. in the summer of 1952. 

Such fluctuations are not welcome either to producers or consumers. 
Producers find that their wages and other costs tend to rise when the 
price of their commodity rises, and are difficult to reduce again when 
its price falls. Small farmers, who do most or all of the work them¬ 
selves, would rather have fairly stable incomes instead of high incomes 
one year and low incomes the next. Consumers, for their part, would 
like to be able to plan ahead on a reasonable expectation that the 
prices of their materials will vary only within limits. 

Hence the producers, and perhaps the consumers also, may get 
together to create a buffer stock in order to provide stability. This 
means putting up capital, to be held partly in the form of stocks of 
the commodity und partly in the form of money. It means loss of 
interest on the capital, and expenses for storage of the stocks and 
administration of the scheme. If the scheme is later abandoned, there 
will be losses if the stocks have to be sold for less than they cost. 

Suppose that a buffer stock is proposed for rubber. The resources 
needed may be a stock of rubber equal to perhaps three months’ world 
consumption (say, 500,000 tons), and an equivalent amount (say, 
;{^100 million) in cash. The first difficulty will be to agree on which 
Governments are to provide this capital, and in what proportions. 

The next difficulty will be to agree on “fair” price limits. Producing 
countries are likely to press for higher prices than consuming countries 
are willing to accept. 

Suppose, however, that these difficulties are solved, and that it is 
decided to stabilize the price of rubber between Is. 9d. and 2s. 3d. 
a pound. When the price of rubber falls towards Is. 9d., the buffer 
stock buys rubber to keep up its price. When the price rises towards 
2s. 3d., the buffer stock sells rubber to keep down its price. 

This will work all right so long as fluctuations are first in one 



SOME APPLICATIONS OF DEMAND AND SUPPLY 265 

direction and then in another. When prices are falling, the buffer 
stock buys rubber, and holds more rubber and less cash. When sub¬ 
sequently prices are rising, the buffer stock sells rubber and changes 
some of its rubber back into cash. 

But suppose there is a prolonged movement in one direction. 
Suppose there is a continued increase in demand. If there were no 
buffer stock, the price would be, say, 3s. a pound. The buffer stock 
can go on selling rubber at 2s. 3d. a pound so long as its stock of rubber 
lasts. What will happen when all its rubber has gone? The pro¬ 
ducers will be unlikely to go on providing it with more rubber to 
resell at 2s. 3d. when they know that they could sell their rubber for 
3s. Indeed, well before the rubber in the buffer stock is all sold, they 
are likely to revise the “ceiling” price to, say, 3s. 6d. 

Or suppose that there is a reduction in costs. At Is. 9d., supply 
exceeds demand. The buffer stock has to go on buying more and 
more rubber in order to maintain the “floor” price of Is. 9d. What 
will happen when all its cash has gone, and it is holding all its assets 
in the form of rubber? Will either the producers or the consumers be 
willing to provide the buffer stock with more cash, in order to acquire 
an ever-increasing stock of rubber which they may never be able to 
sell except at a loss? It is more likely that the scheme will be aban¬ 
doned or that the “floor” price will be reduced. 

The conclusion is that a buffer stock can only smooth out temporary 
fluctuations. It cannot permanently keep the price either well above 
or well below the price at which supply would equal demand in the 
absence of a buffer stock. 

An exact parallel to a buffer stock was the Exchange Equalization 
Fund operated by the British Government during the 1930s. The 
exchange value of sterling was free to fluctuate. But the Fund, with 
resources partly in gold and foreign exchange and partly in sterling, 
intervened in the foreign exchange market and bought sterling when 
its exchange value seemed to be going too low, and sold sterling when 
its exchange value seemed to be going too high. In fact, the Fund on 
balance sold sterling and acquired more gold and foreign exchange 
than it began with. But if the tendency had been for the exchange 
value of sterling to fall, the Fund would have been unable to prevent 
such a fall once its assets of gold and foreign exchange had been spent. 



APPENDIX TO PART III 

INDIFFERENCE CURVES 


1. The Nature of Indifference Curves 


If there are only two goods between which a consumer can choose, 
his scale of preferences can be represented on a two-dimensional 
diagram by a series of indifference curves. 

Let us suppose that a number of soldiers are stationed in an out-of- 
the-way place and that each receives a fixed weekly ration of, say, 

10 tots.of ru m and 50 cigarette s. Each soldier is free to ^‘swap” rum 

for cigarettes, or cigarettes for rum, with his comrades, but these are 
the only two goods that enter into the circle of exchange. If the tastes 
of the various soldiers are not exactly the same, and some have a 
stronger preference than others for cigarettes as against rum, a market 
will be established among the soldiers in which rum will be exchanged 
against cigarettes. 

Let us consider the tastes of a soldier whom we will call A, He 
may like both rum and cigarettes. He would welcome an mcreased 
ration of either or both. Nevertheless he has a scale of preferences 
upon which he will act when he swaps rum for cigarettes, or cigar¬ 
ettes for rum, with his fellows. And it is possible to state his scale 
of preferences in exact cjjuantitative t erms and to represent it on a 
diagram. 

He gets, like the’^^others, 10 tots of rum and 50 cigarettes per week. 


Suppose we ask him how many extra cigarettes he would require, 
each week, to induce him to give up one of his tots of rum. Upon 
reflection, he might decide that he would do this for 5 extra cigarettes 
but not for 3, while if he were ofi'ered 4 extra cigarettes, he would be 
undecided. This means that to him the combipz^tioi;^ of 10 tots of rum 
plus 50 cigarettes is equivalent to the~coinbination of 9 tots plus 


plus 50 cigarettes is equivalent to the^coinlimation ol 9 tots plus 
cigarette s , IH ^j^jpgifferent as between these two combinations. He 
3oes not prefer one of them tb' tlfie^’otKer^^^ way, tfiere are 

many combinations of rum and cigarettes which he will regard as 
equivalent to these two. For example, he may require a shade more 
than 10 extra cigarettes in order to give up 2 tots of rum. We thus 
get another combination—8 tots of rum and 60 cigarettes—which the 
soldier himself values neither more nor less highly than either of the 
other two. We can set out some of these comliinations in a little 


table. 
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13 tots of rum and 44 cigarettes 


12 „ 

9> 

45 

>» 

11 „ 

ii 

47 

99 

10 „ 

» 

50 

99 

9 „ 


54 

99 

8 „ 

>> 

60 

99 

7 „ 


70 

>9 


Such a table represents a part of his “scalepf preferences” between 
Cigarettes. We do not inquire into the reasons lor his prefer¬ 
ences; we accept them as data. 

We can show each of the combinations in this table as a point on a 
diagram, measuring, say, cigarettes along the horizontal axis OX and 
rum up the vertical axis OT. If we join these points (thus assuming 
continuity), we obtain a portion of what is called an “indifference 
curve.” This is shown in Fig. 1 on page 268. 

The indifference curve slopes downward to the right . This is 
because an increase in one good not accompanie3 by a decrease in 
the other good would give the individual a combination which he 
preferred to the previous one. 

The indifference curve is “convex to the origin.” This reflects the 
fact that the more rum tli?"soI3ief glve?^|^^ for cigarettes, 

the greater will be the number of additional cigarettes required to 
induce him to give up yet another tot of rum, and conversely. A scale 
of preferences usually follows this rule, which is commonly known a 
the Law of Diminishing Maimna l Utility . The marginal utility of one 
gooT1aTIs7?eIaTive ly^totli a t^m anotTier^ Tor any given individual, when 
his supplies of the former good increase while his supplies of the latter 
remain the same or, as in our example, diminish. 

So far we have considered only one indifference curve of soldier A: 
that containing the combination 10 lots of rum plus 50 cigarettes. If 
the soldier is sufficiently aware of his own tastes to give correct answers 
to a number of further questions, we can learn a great deal more about 
his scale of preferences. For example, we can begin with the combina¬ 
tion of 11 tots of rum and 55 cigarettes. It is certain that he prefers 
this combination to 10 tots of rum plus 50 cigarettes. Suppose that 
he possessed the former combination. He might be able to say, upon 
reflection, how many additional cigarettes he would require to com¬ 
pensate him for giving up one of his 11 tots of rum, how many for 
giving up 2 tots, and so on. In this way we could obtain another 
indifference curve. This new curve would lie farther from the point O 
on our diagram than the first curve. Every point on this new curve 


would represent a combination of rum and cigarettes which the soldier 
himself valued neither more nor less highly than the combination of 
11 tots of rum plus 55 cigarettes, which is represented by a point lying 
on this new curve. But we know that he prefers 11 tots of rum and 
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he would just as soon have 8 tots of rum and 60 cigarettes as the 10 
tots of rum and 50 cigarettes with which he begins. Eight tots of rum 
and 70 cigarettes, therefore, represents a preferred position to him. 
He is on a not her indifferenc e curve, one which he prefers to the one on 
\^ichr nectar tedr " 

The “map” of his indifference curves enables us to read off exactly 
what he would do at any given rate of exchange. Suppose the rate 
established in the market is one tot of rum against 10 cigarettes. Then 
if a soldier, with a ration of 10 tots of rum and 50 cigarettes, exchanged 
all his cigarettes for rum, he would have 15 tots of rum, and if he ex¬ 
changed all his rum for cigarettes, he would have 150 cigarettes. This 
is represented on the diagram by the straight line AB^ joining th e 
point on the vertical axis which reprcs^ ^LIp tqt^ oFmm 
oh tlie liorizQii tar axis' wKicIi represenYli e initial 
ration of 1 0 tot s of rum plus 56 cigarette is represented^by th 
wbicli of course must lie on the straight line. 

Given this rate of exchange, a soldier is able to move to any point 
which he chooses on the line AB, For he begins at the point and 
any exchange which he makes must take him to some other point on 
AB, What will he do? We know that if he can move from one indif¬ 
ference curve to another which lies farther from O he will do so, 
because he will prefer any combination on the latter curve to any 
combination on the former. Therefore fee must move to that point 
on the \mQ AB at which AB is tangentiat*^to*‘on^or'bTr“indifference 
curves. In Fig. 1, soldier A w ill move from the po i n t /c to the £Oint T, 
T represents the position which he most prefers out oT*aTrT!^s"e"" 6 ]^h 
to him; this is shown by his “indifference map,” for T lies on an in dif- 
ference curve which is farther from O than any other indifference 
^ curve to which he can move. He moves from R io 7 by giving up 
RS of rum in exchange for 57" of cigarettes. ST must represent ten 
tiidW'tfis many cigarettes as tne number of tots of rum represented by 
RS, since the triangles AOB and RST are similar. 

Let us now briefly consider the preferences of another soldier, whom 
we may call B, who has a stronger preference than A for rum as 
against cigarettes. The relevant portion of his indifference curve con¬ 
taining the combination 10 tots of rum plus 50 cigarettes, may be as 
follows— 


13 tots of rum and 15 cigarettes 
12 „ „ 23 

11 99 99 33 5 , k \ ft, 

-- 48 — » 

70 „ t 


12 


100 

150 


At a rate of exchange of one tot of rum against 10 cigarettes, this 
soldier would clearly gain by exchanging 20 cigarettes against rum. 
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This would give him 12 lots of rum and 30 cigarettes. But by hypo¬ 
thesis he would just as soon have 12 tots of rum and 23 cigarettes as 
the 10 tots and 50 cigarettes with which he begins. Twelve tots of 
rum and 30 cigarettes, therefore, represent a preferred position to him. 
He is on another indifference curve, one which he prefers to the one on 
which he started. 

The scale of preferences of soldier B is shown in Fig. 2. He will 
move from the point R to the point M, giving up RL cigarettes in 
exchange for LM rum. 

Y 



CIGARETTES 
Fig. 2 


It will be noted that two soldiers can both gain by exchanging with 
one another. The contention that exchange is “barren,” because the 
value obtained is only equal to the value given up, is quite false. Both 
parties gain, each moving to a position which he prefers, because their 
tastes—their scales of preference—are different. And clearly two 
people could gain by exchanging, even if their tastes were the same, if 
in the first place one possessed a different assortment of goods from the 
other. 
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2. Exchange with only Two Goods 

If our soldiers constitute a perfect compet i tiv e market, in the sense 
that each is aware ot all the bargains mat are struck and of all the 
offers which each of his comrades makes, there will be only one rate of 
exchange between rum and cigarettes. This can be proved by showing 
that Suppose that soldier A were exchanging 

rum lor cigarelferw at a rate of 1 tot of rum for 15 cigar¬ 

ettes, and that soldier C were exchanging rum for cigarettes with 
soldier Z) at a rate of 1 tot of rum for 5 cigarettes. Clearly it would pay 
B and C to get together at some intermediate rate—say, at a rate of 
1 tot of rum against 10 cigarettes. In this way B would get 50 per cent 
more rum for his cigarettes and C would give only half as much rum 
as before for any given number of cigarettes, ^ nce the market is 
perfect, every sold ier knows what is going on, arm’^^reTon^^ 
enfferent rates cannot ex ist. 

Tt may take some time to find the equilibrium rate, but if each 
soldier’s tastes remain the same, the same kind of situation keeps 
repeating itself week after week, and before long a rate of exchange 
will be found which will be permanent. It will be the “equilibrium” 
rate, because at that rate every soldier who wants to swap rum for 
cigarettes can swap as much as he wishes and every soldier who wants 
to swap cigarettes for rum can swap as much as he wishes. 

In practice, t he equ ilibrium rate would be found by trial and 
\ But if we knew the scale of'preJer(ScS''ore4W^^^^^^^^^ tlie quantity 

I of rum and cigarettes received each week by each soldier, we could 
easily discover what it would be. For we should know what each 
soldier would want to do at any given price and we should find that 
at one price alone the amount of rum that would be offered (by 
. soldiers wanting cigarettes in exchange) would be the same as the 
\ amount of rum demanded (by soldiers offering cigarettes in exchange). 

For example, if the “price” of a tot of rum were 20 cigarettes, some 
soldiers would wish to give up rum, obtaining cigarettes in exchange. 
We could add together the amounts of rum that each of these soldiers 
would wish to give up. This would give us the total “supply” of rum 
that would be offered in exchange at this price. (Looking at the 
matter from the other side, this number of tots multiplied by 20 would 
be the number of cigarettes demanded at this “price.”) Some soldiers, 
on the other hand, would wish to give up cigarettes in exchange for 
rum. The total amount of rum that these soldiers, taken together, 
would wish to acquire at this price would give us the demand for rum 
(and therefore the supply of cigarettes) at this price. price at whi ch 

the amount of rum supplied would be the same as the amount derriaiiaecf 
(implying, of course, that the amount of cigarettes demanded would 
the same as the amount supplied) would be the equilibrium price. 



DEMAND AND SUPPLY 


272 

Suppose wc found that the equilibrium price would be 10 cigarettes 
for 1 tot of rum. No other price could be ntajjQjtaifljed^-f^^ any len gth 
of time. If for a time the price ruling were, say, 9 cigarettes per tot, 
more cigarettes would be offered against rum than would be accepted. 
Some soldiers anxious to exchange cigarettes for rum would be unable 
to do so. Some of these soldiers would rather give 10 cigarettes or even 
11 or 12 or more cigarettes for a tot of rum than restrict themselves to 
the 10 tots in their ration. They would therefore offer a higher “price.” 
They would offer more than 9 cigarettes per tot of rum in order to 
make sure of getting some extra rum. This would drive up the market 
“price” until it settled at a level at which everyone who wanted to 
exchange would be able to exchange as much as he wished—at a level, 
that is, at which supply would equal demand. 


3. Changes in Data 

Once the equilibrium rate of exchange between rum and cigarettes 
has been established, it will continue indefinitely unless some change 
takes place in the data. Let us consider in what ways the data may 
change and how each type of change may cause the rate of exchange 
to alter. 

1. T he ration may be increased or decr eased, without chaining the 

groporUM^fii may be 

given 20 tots of rum an^Tlffo engarettes, or 5 tots of rum and 25 cigar¬ 
ettes, or 11 tots of rum and 55 cigarettes. It may be thought that a 
change of this kind would leave the rate of exchange unaltered. But 
this is very unlikely. For although the tastes of each soldier remain 
the same as before, it is unlikely that he will be prepared to give up 
exactly the same number of cigarettes to get an additional amount of 
rum, or conversely, now that the size of his ration is altered. Suppose 
that the ration is doubled. It may happen, for example, that each 
soldier would now be prepared to give up more cigarettes than before 
in order to have an additional tot of rum. A soldier who would not 
previously have given up more than, say, 12 cigarettes (thus reducing 
his cigarettes to 38) in order to get an additional tot (thus increasing 
his tots to 11) may now be prepared to give up, say, 15 cigarettes (thus 
reducing his cigarettes to 85) in order to get an additional tot (thus 
increasing his tots to 21); a soldier who would not previously have given 
up more than, say, 3 cigarettes to get an additional tot may now be 
prepared to give up, say, 5; and so on. Under such conditions, rum 
would still be exchanged against cigarettes, since different soldiers 
would continue to have different scales of preferences, just as before, 
but in the new equilibrium the value of a tot of rum in terms of 
cigarettes would be higher than in the old. 

2 . T^ propo jjjix^^^j^^ to cigarette£^ in the weekly ration may be 
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changed. Suppose, for example, that the ration becomes 10 tots of 
rum and 60 cigarettes. This will cause the value of cigarettes in terms 
of rum to fall. For every’ soldier will now be prepared to give more 
cigarettes than before to get additional rum; or, to put it the other 
way round, will require more cigarettes than before to compensate 
him for the loss of a given amount of rum. Hence the supply of rum 
offered in exchange for cigarettes, at the old rate, will now be insuffi¬ 
cient to meet the demand, and competition among soldiers anxious to 
exchange cigarettes against rum will drive up its price. But if the 
quantity of both rum and cigarettes comprised in the ration is increased 
or decreased, and at the same time the proportion of rum to cigarettes 
is changed, we cannot be certain a priori how the rate of exchange will 
be affected. The change in the proportion will tend to increase the 
value of the good whose proportion has fallen. The change in the size 
of the ration may reinforce this tendency, but, on the other hand, it 
may weaken it or even outweigh it. 

3. The distribution of the total weekly amount of rum and cigarettes 
amoris t he soldicyTi^yTSe changecT'"' Tnstead of each soldier t^ceiving 
tlie sariieTation as every other, some may be giv^en larger rations than 
others. This would clearly give more weight than before to the tastes 
of those who now receive increased rations. If, for example, most of 
them have a stronger preference for cigarettes, as against rum, than 
the rest of the soldiers, this will tend to raise the value of cigarettes in 
terms of rum. 

4. The personnel of the soldie rs might change: for example, one 
regim^U rnight l^e^FcpTaccc^ by anoTRerr"’TTKis would give us a new 
set of ‘'indifference maps” and it would be merely a coincidence if 
this did not cause an alteration in the rate of exchange. 

5. There might be a^general change in tastes, in favour of either 
rum or cigarettes. For example, aTTlhe'soldTefs might be more or less 
influenced by propaganda against alcohol, and tliis of course would 
lower the value of rum in terms of cigarettes. 

Whatever change, or combination of changes, took place in the data, 
we could always determine the new equilibrium rate of exchange if 
we knew the rations received by each soldier and the scale of prefer- 
eiK'cs of each soldier. It might, of course, take some time for the 
soldiers themselves to discover it. If the data were changing frequently, 
an equilibrium might never be attained. Nevertheless, at any moment 
the rate of exchange in the market would be tending towards the rate 
that would maintain equilibrium under the prevailing conditions. 


4. Expenditure Curves and Demand Curves 

A set of indifference curves, representing the scale of preferences of a 
given individual between two goods, will of course remain valid 

K B.F. 
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provided that his tastes do not change. His income may change, or the 
rate of exchange between the two goods may alter, without causing 
any change in the indifference curves, for these portray his personal 
scale of preferences, and nothing else. 

If we have a diagram showing the indifference curves of an indi¬ 


vidual, it is easy to show how he would respond to chanpjes in his 
incom e. For this purpose it is convenient to^^^^s^^ that ne receives 
ills income entirely in one commodity and then exchanges some units 


Y 



0 B B] B 2 B^ 


UNITS OF COMMODITY B 
Fig. 3 

of that commodity against some units of the other. In Fig. 3 units of 
commodity A are measured up the vertical axis OT and units of 
commodity B are measured along the horizontal axis OX, Our indi¬ 
vidual periodically receives an income of OA units of commodity A, 
The mark et be^Y^ee n A and B is jepreser Ufid 

slope o f the line AB, The combination of A and B thatliemost prefers 
out oOll tlloyiTopen to him is represented by the poi nt Q^ , He will 
therefore exchange AR of A against RQ^ of B^ consuming Oif of A and 
OS ( ^R(D of B, If his income increases to the combination he 
most prefers out of all those open to him is represented by and so 
on. (The rate of exchange between A and B by hypothesis remains 
the same, so that A^B^ is parallel to AB,) If we join together the 
various QJs we obtain (part of) what may be termed his ^ ^expendit ure 
curve.” This shows ho w he would d i vide a ny given incorne beTWeen 
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tjg^e tw o gooch^ and B, provided that his scale of preferences (repre- 
^nte3 by ffi indiHerence^urves) ancf iEe market rate oT"^chan^ 
between A and B (represented by the slope of the line AB) remained 
unchanged. 

Similarly we can show how h cjwould di vide a gi ycn incoipe OA 
between A and B at each a series opQiJ^sr^^ 01 B, 

TiTfeMFflr^ a steeper^sf^e of AB, Since his income is 

fixed in terms of A^ at OA^ a rise in the price of B will place him in a 


Y 



worse position than before. In Fig. 4, when the rate of exchange is 
AB the combination that he most prefers out of all those open to him 
is represented by when it is AB^ it is represented by and so on. 
By joining the various we obtain (a part of) what may be termed 
his “demand curve.’’ This shows how he would d istribute his fixed 
income of OA betwcen_^ g . ^^b oTaTeri^^r^^ 

Tni^n7erence"Turws can be used to portray a person’s scale of prefer- \1 
ences between any two alternatives, provided there are only two. 
Thus they c an portra y his sc^le of preferences a^ between income and 
leisure, showing how hewould divide his twenty-four hours each day 
^tween leisure and remunerated work at any given rate of pay per 
hour. Again, they can be used to show his scale of preferences between 
^^3 fu t ure (consumption , hetwppn ^^d income- 

yiclding^ssets, ^nd so om r oT any scale of preferences relates to the 
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disposal of some given total among diflerent uses. When there are 
only two uses, it can be depicted by a series of indifference curves on a 
two-dimensional diagram. Often there are more than two uses—for 
example, there are usually more than two goods available to a con¬ 
sumer. In such cases a scale of pre ferences ca nnot l^c represented on 
a digram,^“for *W(e’"sKoul3‘^<^^ many din^^^nsions as there are 

^iternatTves.” TTevcr{Iieress,"lLlie stu3y, wTth the aid of indifferarce 
curves, oFcases where there are only two alternatives will be found 
very useful by those who wish to understand the Theory of Choice 
and its implications. It is useful, but it is not absolutely essential, and 
as it may be found diflicult I have relegated it to an Appendix.^ 

5. Rationing 

Although it is the fairest method of reducing consumption in an 
emergency, rationing restricts the freedom of choice of consumers and 
thereby reduces the satisfaction which they get from a given expendi¬ 
ture. Even if the actual prices of rationed comnioditic's are not 
allowed to rise, a person who would like to buy more of them and 
cannot is thereby forced into a worse economic position as a con¬ 
sumer. Rationing is similar in its effects upon him to a rise in the 
prices of the rationed commodities. This can readily i)e shown by 
means of an “indifference curv'e” diagram. 


Y 



' For a fuller account, sec Hicks, J. R., and Allen, R. G. D.: “A Reconsideration of 
the Theory of Value” in Economical N.S., Vol. I. 
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In the absence of rationing, a consumer with a spendable income 
OA could apportion this income between a commodity (or a group of 
commodities), subsequently rationed, and other uses as he chose. He 
could choose any position on the price-line AB. (If he spent his whole 
income on the commodity he would be able to buy OB of it.) In fact, 
he would choose the position (1), where AB is tangential to one of his 
indifference curves. He would purchase OR^ of the commodity. 
Suppose now that rationing is introduced. The price of the rationed 
commodity (or group of commodities) remains the same, but he can 
buy only OR 2 of it. His position is now (2). This is on a lower 
indifference curve than (1). It is on the same indifference curve as 
(3). But he would have moved to (3), in the absence of rationing, 

only if the price of the rationed commodity had risen from to • 

Hence the rationing to an amount OR^ reduces his satisfaction from 
his income OA^ although prices remain the same, as much as the above 
rise in the price of the rationed commodity would have reduced it in 
the absence of rationing. 

6. The Excess Burden of Indirect Taxation 

Suppose that a tax is imposed on cigarettes. We can consider a typical 
consumer, and draw some of his indifference curves between money 
income (per week), to be spent on goods of all kinds, and cigarettes 
(per week). The diagram (Fig. 6 ) measures his income up to the Taxis 
and his cigarettes along the X axis, starting from 0 =Zero. 

His total money income is OA. Before the tax, the price of cigarettes 

0 1 

is . He can vary his combination of income and cigarettes only 

by moving along the line AB. All the combinations of income and 
cigarettes open to him lie on that line. But he wants to get on as high 
an indifference curve as possible. He therefore will choose that com¬ 
bination represented by the point at which one of his indifference 
curves just touches AB. That point is P 

Now suppose that a tax is imposed on cigarettes which doubles their 
price. Flalf tlie money he spends on cigarettes is received by the 
Treasury as tax revenue. 

The change in the alternatives confronting him is shown by the 
c hange from AB to ABi. It is now only along AB^ that he can move. 
The best position open to him is T 3 . He reduces his purchases of 
cigarettes from OC^ to OC 3 cigarettes, giving up AD money for them. 
The Treasury gets half AD —namely, AT —as tax. 

If instead of taxing cigarettes the Government had taken A T from 
him in money, the price of cigarettes would have been the same as 
before. He would have been able to move to any point on TT^ 
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(parallel to AB)^ and he would have moved to Pj? buying OC^ cigar¬ 
ettes. Obviously he prefers to ^3; it is on a higher indifference 
curve. Hence he loses, over and above the sum AT which he pays in 
tax, by the rise in the price of cigarettes due to the tax on them. 


Y 



It will be noted that this loss varies with the elasticity of demand for 
the taxed commodity. If a person’s demand is quite inelastic, so that 
he buys the same amount as before despite the rise in price, he suffers 
no such loss; the effect on him is just the same as if the Government 
had taken the tax from him in money, leaving prices unchanged. 







PART IV 

THE WORKING OF THE PRICE SYSTEM 
UNDER CAPITALISM 




CHAPTER XX 


THE ROLE OF THE ENTREPRENEUR 
1. Introduction 

This Part discusses the working of the price system under capitalism. 
Such a discussion cannot avoid raising the question of whether capital¬ 
ism is the best system of social organization. Would complete central 
planning, as in Soviet Russia, be better? Or, supposing we reject that 
alternative, how much control should be exercised by the State? 
Nobody advocates complete laissezfaire\ it has never existed, and could 
not exist, in a modern community. The Government must play quite 
a large part in economic life. But how large? About as large as in 
Great Britain today? Or larger? Or smaller, as in Great Britain before 
the war or in the United States today? 

These are important and controversial questions. The answers to 
them are matters of opinion; people of equal intelligence and know¬ 
ledge may find themselves in opposite camps. In an introductory book 
such as this, confined mainly to exposition and analysis, I cannot 
possibly provide enough material lor the reader to form a final judg¬ 
ment on them. But I can and will point and discuss the chief merits of 
capitalism, of a free-enterprise system, which are stressed by its 
advocates, and the chief defects which are stressed by its opponents, 
and I shall try to clear up a few misconceptions. 

I cannot, however, discuss everything at once. The two main defects 
of capitalism are that it may give rise to mass unemployment and to 
monopoly or milder forms of imperfect competition. Each of these 
subjects gets a chapter to itself; and other defects, real or alleged, are 
also disciTSsed in this Part, mostly in Chapter XXIV. 

That being so, the present chapter assumes conditions approaching 
perfect competition and full employment. These assumptions are 
favourable to capitalism; they place the working of the price system in a 
rather rosy light. Perfect competition means that costs do reflect 
alternatives forgone; full employment means that labour and other 
resources saved on one task are set free for other tasks. It is in the 
interests of the community, therefore, that firms should try to maxi¬ 
mize their profits by producing any given output as cheaply as possible, 
and by producing whatever pays them best. 

This was the thesis of Adam Smith. “It is only for the sake of 
profit,” he wrote “that any man employs a capital in the support of 
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industry; and he will always, therefore, endeavour to employ it in the 
support of that industry of which the produce is likely to be of the 
greatest value.” Hence “every individual necessarily labours to render 
the annual revenue of the society as great as he can. . . . He intends 
only his own gain, and he is in this, as in many other cases, led by an 
invisible hand to promote an end which was no part of his intention.” ^ 

Of course there is no “invisible hand.” But there is the price system. 
And the price system does not work in a void. It works within a frame¬ 
work of laws and institutions provided by the community to harmonize 
the desire for private gain and the interests of society. It is unrealistic 
to condemn the profit motive because it leads businessmen to defraud 
their customers or to sell dangerous drugs or adulterated foodstuffs or 
to pollute rivers with the wastes of their factories; abuses of this kind 
are forbidden by law, although sometimes, as when the best site for a 
factory is among beautiful natural surroundings which the factory 
might spoil, it is a nice question where to draw the line. 

I want to keep this book an objective introduction to economics, 
but as these controversial questions cannot be avoided, I must repeat 
that the present chapter is favourable to capitalism. In a sense, it 
presents the case, or part of the case, for capitalism, because by 
assuming perfect competition and full employment it assumes away 
two major defects—monopoly and unemployment. This is because we 
must proceed by stages; monopoly and unemployment are discussed 
later. 


2. Entrepreneurs and Firms 

We have seen that nearly all commodities are produced by a number of 
different factors working in combination. This means that some 
persons must perform the task of combining different factors together, 
must decide in what proportions they shall be combined, what they 
will produce, and where, and by what methods. 

Economists usually call these persons entrepreneurs. There is no really 
suitable English word for them. “Enterpriser” sounds too dashing, 
and “undertaker” a little sinister. Hitherto I have used the word 
“businessman,” but this suggests somebody with a white collar and an 
office, whereas we need a word that covers also the man who runs his 
own farm or shop or lorry or fishing-boat. 

In so far as economic activity is directed by private enterprise, the 
taking of decisions is decentralized. They are made by the entre¬ 
preneurs. In a country as large as Great Britain, there are millions of 
entrepreneurs. They are constantly taking decisions. Some are big 
decisions—for example, a decision to build a new plant or open a new 
branch, or a decision to switch over from making one product to 
1 Wealth of Nations, Book IV, Chapter II (Vol. I, p. 421, in Cannan’s edition). 
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making another. Most of them are small decisions—to produce a 
little more of one product rather than another, to use this material 
rather than that, to take on a few more workers, to change the layout 
of a factory slightly, or to make some alterations in the office routine. 
It is the sum-total of these innumerable decisions that determines the 
constantly changing pattern of economic activity. 

The entrepreneur also bears the risks. He pays fixed prices, market 
prices, for the factors that he buys or hires. He normally pays his 
workers fixed wages, whether his business does well or badly; he has to 
pay them the market rate, in order to retain them. They take the risk 
that if he fails they will lose their jobs; but, under full employment, they 
can find jobs elsewhere, whereas if he loses his capital it is gone for 
ever. In the same way, he pays a fixed rate of interest to his bank for 
money lent to him as working capital; and if he rents land or buildings 
or machinery, he pays a fixed rental. He receives for his products 
whatever they will fetch in the market. If his receipts exceed his costs 
he makes a profit, large or small; if they do not, he makes a loss. His 
income, his profit, fluctuates; if his costs go down or his receipts go up 
he does better, and in the opposite event he does worse. 

Nowadays these two functions of the entrepreneur are often divorced 
from one another; the shareholders of a company take the risks whereas 
the directors and managers take the decisions. I will return to this 
point in a moment. 

A group of workers could act as entrepreneurs, borrowing the capital 
to run their own business. They would be their own bosses. Nobody 
would pay them wages. They would divide among themselves the 
receipts of the business less all the various expenses. They would take 
the decisions, and they would bear the risks. 

But the amount of capital needed to run many businesses is too large 
for a group of workers, still less for a single worker, to borrow. Even 
for a small business, people usually want some kind of security before 
they will lend money to it. It is difficult, therefore, for a group of 
workers to start a business unless they have enough savings of their own. 
Only if they have saved enough to buy plant and machinery, or other 
assets, are they likely to be able to borrow, pledging their assets as 
security for the loan. 

No doubt a few successful businessmen, including some millionaires, 
began life as newsboys or in some other low-paid occupation. But it is 
very difficult for most wage-earners to save enough to set themselves up 
in business, as entrepreneurs. Those who can, and do, tend to enter one 
or two fields, such as retail trade, where the initial capital needed is not 
large; these fields tend to become overcrowded and to yield relatively 
low incomes. In general, this need to have capital, to start with, 
restricts the number of entrepreneurs. The son of well-to-do parents, 
who can provide him with the capital to set up in business on his own. 
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or to buy a partnership is an existing business, is lucky. Others may 
have more business ability than he, but lack the capital to get started. 

The entrepreneur, therefore, is usually the owner of capital. His 
firm is the collection of factors—land, buildings, plant and equip¬ 
ment, workers, materials, and so on—that he controls. A firm is a 
separate planning unit, and it is the entrepreneur who does the 
planning. In economic jargon. Farmer Giles and his farm, John Smith 
and his fishing-boat, are firms. 

This is all very well for a one-man business, or a partnership, or 
even’ for a company in which the managing director owns most of 
the capital. But what about a company with a number of shareholders, 
each owning only a small percentage of the total capital of the 
company? 

Here the two functions of the entrepreneur arc largely divorced 
from one another. It is the shareholders who bear the risks. It is they 
who get a fluctuating income, sharing between them the profits of the 
company, and it is they who lose their capital if the company fails. 
Legally, they have the ultimate control. If they are not satisfied with 
their directors, they can dismiss them and appoint new ones. But in 
practice most of the shareholders do not know one another, and many 
of them may not follow the affairs of the company closely enough to 
come to the conclusion that they should change its management. As a 
rule, the great majority of shareholders do not attend the meetings of 
their company. It is very unusual, therefore, for a majority of the 
shareholders to agree that their directors should be changed, and to 
exercise their legal rights by changing them. They remain “passive.” 
The broad decisions on policy arc taken by the directors and the day- 
to-day decisions by managers and sub-managers. 

The situation is still more complicated in a giant concern such as 
Unilever or Imperial Chemical Industries or the Co-operative Whole¬ 
sale Society. The managements of the various subsidiary companies 
are usually given a good deal of discretion. The same applies to the 
managements of the branches or departments of most large companies. 
It is difficult to say whether a subsidiary company or a branch or a 
department should be considered as a separate “firm.” 

But all this does not affect our fundamental argument. It may be 
difficult for an outsider to say exactly how particular decisions are 
arrived at. But it remains true that the taking of decisions is de¬ 
centralized. Moreover, as I have pointed out earlier, they tend to be 
taken by those most suited to take them, for the man of good business 
and executive ability but lacking capital can work his way up to a 
responsible position in a company, and can thus play a part in deter¬ 
mining how the shareholders’ money is spent. 

And the profit motive remains. Occasionally there may be a conflict 
of interest between directors and shareholders. For example, directors 
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loving power may seek to expand the activities of the company more 
than is profitable. But on the whole there is a fairly close harmony of 
interests. The directors are themselves shareholders, and therefore 
want the company to do well. The various managers and sub- 
managers may get a bonus that varies with the profits of the company. 
In any event, they know that if the company prospers, they are more 
likely to get an increase in their salaries, and that if it does badly, they 
may lose their jobs; and they may be dismissed if their work is not 
satisfactory^ Hence those decisions are taken which offer the best 
prospects of profit, even when they are taken by directors owning only 
a small part of the total capital or by managers owning none. 


3 . The Controlling Power of Demand 

The decisions of entrepreneurs on what to produce are based on their 
estimates of present demand and their forecasts of future demand. It 
pays to produce what the public wants; not what some government 
official thinks consumers should have, but what the consumers them¬ 
selves are prepared to buy. 

It is true that many firms grow or make producers’ goods, which they 
sell to other firms and not to the public. But the demand for wool, for 
example, depends ultimately on the demand of the public for woollen 
clothing, woollen blankets, and other consumers’ goods containing 
wool. The demand for steel plates, to take a rather more complicated 
example, comes in the first instance partly from shipbuilding firms. 
But the demand for ships, and therefore for steel plates, reflects the 
demand of the public for goods transported by ship, or for goods 
embodying materials and components transported by ship, and for 
passenger transport by ship. Always at the end of the chain is the final 
consumer, and it is his preferences which determine, through the price 
system and the profit motive, what goods and services are produced, 
and in what proportions. 

When an entrepreneur is deciding which industry to enter, he may 
give some weight to his personal preferences. He may be a pacifist 
who wishes to avoid producing anything connected with armaments; 
he may disapprove of drink and will therefore have nothing to do with 
brewing or distilling; he may be so fond of animals that he could not 
contemplate becoming a butcher; and so on. But if the prospects of 
profit in any field are better than elsewhere, there are usually enough 
entrepreneurs willing to enter it. The personal preferences of some 
individuals do not affect the composition of the national output; and 
we can treat the decisions of entrepreneurs as entirely business decisions 
and not private decisions. 

Some entrepreneurs, who will be managing their own business, have 
special knowledge of the technical and marketing problems of some 
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particular industry, and will tend to enter that. But most entre¬ 
preneurs could equally well enter any one of several different indus¬ 
tries; and a large firm can and does employ salaried experts to deal 
with technical matters. The general tendency, therefore, is for entre¬ 
preneurs to enter those industries which offer the best prospects of 
profit. This depends on the expected volume of sales. The output of 
those goods and services for which the demand is increasing will expand, 
and the output of those for which the demand is falling will contract. 

The field of choice of the new entrepreneur is not confined to 
established products: if he can think of something new, which will sell 
well, at a price above its cost, he may make exceptionally high profits— 
until other entrepreneurs follow suit. Something new may be an 
entirely new type of product—plastics and television are fairly recent 
examples—or a new variety of an existing product, such as a new 
design for a motor-car or a refrigerator or an armchair. There is a 
constant search for such innovations^ both by existing firms and by 
potential entrepreneurs, for success may mean a fortune. But success 
depends on pleasing the public, on meeting a demand at present latent 
because there is no such good available on the market. 

Apart from innovations, potential entrepreneurs are always on the 
look-out for gaps which they could profitably fill. I’hcre may be a local 
demand, unsatisfied or inadequately satisfied, for a restaurant, an 
hotel, a cinema, a local newspaper, a bus service, a petrol station, a 
hairdressing saloon, to give only a few illustration. Established firms 
are equally on the look-out for good opportunities to set up new 
branches. 

In the same way, existing firms are always watching the sales of 
their various products, or of their different varieties of the same 
product. If sales or orders are increasing for one line and falling off 
for another, it will clearly pay them to produce more of the former and 
less of the latter. 

If it pays to produce something, this means that consumers will spend 
their money on that rather than on some alternative which could have 
been produced instead at the same cost, which means with an equi¬ 
valent amount of labour and other factors of production. The desire 
of the entrepreneur to make profits is thus in complete harmony with 
the general objective of using labour and other resources to produce 
that assortment of goods and services, out of all the many possible 
assortments, which consumers most prefer. It pays to use resources as 
consumers wish them to be used; it pays to produce what people will 
buy. 

Wc have, in Great Britain, literally millions of entrepreneurs all 
guided by the controlling power of demand. The entrepreneur serving 
the local market studies on the spot the many influences affecting the 
local demand, and can decide from first-hand knowledge in what 



THE ROLE OF THE ENTREPRENEUR 

directions to expand or contract. The entrepreneur serving a wider 
market is guided in some instances by his own market research or by 
trade journals, but always, in the last resort, by the relative prices 
which he gets for his various products; it is through the price mechan¬ 
ism that consumers indicate their preferences to producers. This great 
body of entrepreneurs is an unpaid army, all the time collecting 
information and taking decisions. Nobody pays them, but their profits 
depend on whether or not they correctly judge and anticipate demand. 
If they succeed they make good profits. If they fail they make losses, 
but it is their own capital that they lose, and nobody compensates them. 
They are out for profit and they take the risks. This is what is meant by 
decentralization under private enterprise, in contrast to complete 
central planning. The advocates of private enterprise claim that the 
system is more flexible, more responsive to changes in demand, more 
prompt to anticipate new or latent demands by introducing innova¬ 
tions, than a system of complete State control. 

Once again, however, I remind the reader that demand implies 
ability and willingness to pay. It is not the same thing as need. It is 
based on the existing distribution of wealth; each shilling, whether it 
is paid by a rich man or by a poor man, carries the same weight as 
every other. 

This, however, is not an argument against the price system or 
against production for profit; it is an argument against too much 
inequality of wealth. The price system, working through the profit 
motive, is impartial and impersonal; it is a mechanism that responds 
to the forces acting on it. If the distribution of wealth is considered too 
uneven, it can be made less uneven, as it has been in Great Britain, 
by taxing the richer for the benefit of the poorer. More of the shillings 
will then come from the poorer (or from the Government, acting on 
behalf of the poorer, to provide them with health services, education, 
and other benefits) and fewer from the richer; the price system will 
continue to respond to whatever the demand may be, from whatever 
sources it may come. 

But the price system is a system. Different prices are all inter¬ 
related. The distribution of wealth, and therefore the relative demands 
of different people and the composition of the total demand, can be 
changed without affecting the smooth working of the price mechanism. 
But if the mechanism itself is interfered with, some prices being fixed 
lower than they would otherwise be, it may be thrown out of gear, as 
we saw in the preceding chapter. 


4. Costs as Alternatives Forgone 

Entrepreneurs must consider their costs as well as their receipts; their 
profits are the excess of their receipts over their costs. Their receipts 
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obviously depend on demand. So do their costs, although this is less 
obvious. 

The cost of producing anything is made up of the payments to the 
various factors employed in producing it. What those factors have to 
be paid depends on what they can earn elsewhere. Under perfect 
competition, their prices equal the values of their marginal products 
in other industries. Hence it will pay an entrepreneur to employ 
labour and other resources only if they can produce something more 
valuable, or at least equally valuable, compared with what they could 
produce elsewhere. The value of what they produce for him must 
exceed (except right at the margin) their costs, and their costs reflect 
the value of the addition which they could make to output in other 
fields. In other words, their costs reflect the alternatives forgone by 
using them for this particular task instead of for some other. Con¬ 
sumers must value more highly what they produce here than what they 
could produce elsewhere, or it will not pay to employ them here. 

Entrepreneurs are constantly searching for ways of reducing their 
costs per unit of output, and thereby increasing their profits. 

Take one of the first questions that faces an entrepreneur about to set 
up a new firm: the question of location. In many cases, his decision 
will depend largely on transport costs. He will have to pay for the 
transport of materials to his works and for the transp)ort of his products 
to their markets. Other things being equal, he will choose that site 
at which his transport costs are lowest. This means that fewer workers 
or lorries or other factors of production will be needed to transport his 
materials and products; some factors of production, which would be 
employed in transporting them had he chosen a less suitable site, arc 
left free for other uses. 

The royal road to higher standards of living is to get a bigger output 
from the same resources. This can be done, for example, by introducing 
higher-yielding varieties of crops and animals, or by improving the 
layout of the factory or simplifying office procedure. It pays the 
entrepreneur to make such changes, for he will thereby increase his 
profits. 

Some changes of this type, however, involve additional costs. For 
example, a greater use of fertilizer may increase yields. But will it 
increase them enough to make it worth while? In other words, could 
the labour and other resources employed in making the extra fertilizer, 
and transporting it, be used to produce something still more valuable 
than the addition to the crops? This is the type of question which 
entrepreneurs are continually solving; on such questions their own 
interests and those of the community are identical, the identity being 
achieved by the price system. 

Take again the question of substitution between factors. For 
example, fuel costs in steel-making can be reduced by modern methods 
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of combustion control and heat control and by the use of oxygen. 
These devices, however, cost money. Do they save more in fuel than 
they cost? If so, they are worth introducing; and it benefits both the 
steel-makers and the community to introduce them. 

It pays an entrepreneur to introduce labour-saving devices (which 
substitute capital for labour) if they reduce his costs per unit of output. 
In that event, they benefit the community as a whole, for less labour 
and other resources than before will now be required to produce a 
given output. The labour that is saved is available to increase output 
in other fields; or some of it may be used to expand :he output of the 
firms wliich introduce these devices. 

The layman is usually inclined to think that firms with old and 
out-of-date plant and equipment should scrap it and replace it by 
new. The entrepreneur knows that if he does so, his variable costs 
(his direct costs of operation) will be reduced. But he knows also that 
there is life in the old plant yet. It is still doing its job, after a fashion; 
it is still yielding him a profit. Should he discard it? Only if by so doing 
lie can meet the capital charges on the new plant and still reduce his 
costs below their present level. And his decision, inspired solely by 
calculations of profit, is in harmony with the interests of the commun¬ 
ity. Capital is scarce, and new investment should take this particular 
form only if it yields at least as much as in other alternative uses. 

It may he that some individual firms will be worse off, at least for a 
time, as the result of improved methods of production. Those who 
introduce them first are likely to do well, but as more and more firms 
follow suit, the selling prices of the products will tend to go on falling 
as the output of the industry expands. This fall in selling prices may 
reduce profits, despite the reduction in costs. Whether it docs so or not 
depends on the elasticity ol demand for the products; the sales of some 
products can be expanded greatly by a relatively small fail in price, 
but for others the demand is relatively inelastic. 

Nevertheless any particular firm will be compelled to adopt the 
more efficient methods, if they reduce its costs; a firm that clings to the 
old-fashioned methods will be still worse off. And this is entirely in the 
interests of the community as a whole. As time goes on, less capital 
will be attracted to an industry where profits have fallen, until even¬ 
tually the rate of profit recovers to normal. The relatively large fall 
in the prices of its products means that consumers do not want so much 
more of them; they prefer more of something else. But they do want 
whatever quantity of those products is produced to be produced in the 
most efficient, and therefore the cheapest, way; and this result is 
achieved through the price mechanism. 

There may well be discrepancies, perhaps very large discrepancies, 
between the results of the search for profits and the interests of the com¬ 
munity. But these discrepancies nearly always arise from monopoly, 
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in the sale of products or in the purchase of factors, or from un¬ 
employment. Under conditions approaching perfect competition and 
full employment, the harmony between the interests of profit-seeking 
entrepreneurs and of consumers is almost complete. It pays to produce 
what the public wants; and it pays to produce it in the most efficient 
way. 



CHAPTER XXI 


THE MOBILITY OF FACTORS OF PRODUCTION 
1. The Meaning of Mobility 

At any moment a community has a certain quantity of factors of 
production. In the first place, it has a working population. This does 
not consist only of wage-earners. It includes also farmers, shopkeepers, 
workers in the professions, housewives, and indeed all whose activities 
contribute directly or indirectly towards the production of goods and 
services. In the second place, it has natural resources, including 
improvements of all kinds (such as roads, tunnels, and dams) made by 
man. In the third place, it has capital, consisting of goods of all kinds, 
ranging in durability from buildings to quickly perishable goods such 
as fish. It will be remembered that there are very many different kinds 
of factors of production and that we group them under these three head¬ 
ings of Labour, Land, and Capital merely for convenience of exposition. 
It makes little difference whether we regard, say, a canal or a bridge, 
as falling under Land or as falling under Capital, or indeed whether 
or not we include all Land under Capital. The important thing is to 
realize how the possible output of consumers' goods and services is 
limited by the quantity and nature of the factors of production 
available. 

It is true that a given quantity of factors of production may render 
more or fewer services. Thus a given population may perform more or 
less work. Some people capable of working may choose to live a life 
of leisure, enjoying incomes received from their ownership of property, 
and workers may take longer or shorter holidays, or work more or 
fewer hours per week. But this point is not relevant to our present 
problem. 

Our present problem is to consider how far factors of production are 
capable of alternative uses. A factor capable of only one use, such as a 
machine for making newsprint, is said to be completely specific. If every 
factor were completely specific, a community w^ould have little scope 
for choice as to what assortment of goods and services it would produce. 
It could indeed decide which factors were not worth utilizing, and to 
what extent particular factors should be worked, but that would be all. 
Unless it could acquire new and different factors, there would be no 
possibility of variation—the same factors would always produce the 
same products. In fact, of course, this is not the case. Many factors are 
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capable of alternative uses, and thus a given quantity of factors can 
produce any one of a large number of different assortments of goods 
and services. Moreover, some existing factors can be converted into, 
or replaced by, different ones, and this increases still further the range 
within whicli the composition of the total output can be altered. 

It will be remembered that in modern communities the structure of 
production is complex. The production of a finished commodity may 
involve many stages and processes, in the course of which many 
different kinds of factors are used. Hence we can distinguish two ways 
in which a giv^en factor of production may make a diflerent contri¬ 
bution to the final output. In the first place, it may continue to render 
exactly the same kind of services as before, but these may be utilized 
in a difi'ererit way. For example, a typist may move from one 
“industry” to another without changing the nature of her work, and a 
blast furnace may continue to produce pig-iron, but more of the pig-iron 
may become, say, bars and less, say, plates than before. In the second 
place, a factor may change the nature of the services which it renders. 
For example, a typist may become a shop assistant. We might then 
say that, whilst remaining the same person, she has become a different 
factor of production, and we may regard any “costs of conversion,” 
such as the cost of training her for her new job, as an investment of 
capital. 

I have used the term “mobility,” rather than “specificity,” partly 
because it includes the notion of geographical mobility. Changes in 
economic conditions may make it desirable for some factors to move 
from one place to another. Thus we can speak of mobility between 
industries, between occupations, and between places. As we have just 
seen, a factor may move from one industry to another without changing 
its occupation, and it may do so without having to move to a different 
place. A movement between occupations need not involve a movement 
between industries or places: for example, our typist may have been 
typing for the shopkeeper in whose shop she now acts as a saleswoman. 
Similarly, a movement places need not involve a change either 

of industry or of occupation. Any one type of mobility may be accom¬ 
panied by either, or both, or neither, of the other tw^o types. 

The price system provides incentives to entrepreneurs to change the 
composition of the national output in response to changes in the tastes 
of consumers and in the state of technical knowledge. It provides 
incentives to workers, including boys and girls choosing their first jobs, 
to enter those fields that offer them the best prospects of remuneration 
and employment. It provides incentives to investors to direct their 
capital towards expanding industries rather than contracting ones. 

But how far are these incentives effective? How flexible is the 
apparatus of production? How readily can it adapt itself to meet 
changes in demand or to take advantage of technical progress or to 
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adjust itself to other changes in the conditions of supply? Gan the 
composition of the national output be radically changed within a short 
period? How long does it take to alter methods of production or to 
create new industries? 

The answer to these questions depends partly on how far entre¬ 
preneurs, investors, and workers correctly forecast future trends. It 
depends partly on public policy, which may either encourage or dis¬ 
courage mobility. But it depends partly on the physical possibilities 
of moving factors of production about, between industries and occupa¬ 
tions and places, and on the extent to which workers are willing to 
move. This chapter discusses these questions. Mobility is greater in 
some countries and periods than in others; I shall take m/ illustrations 
mainly from Great Britain during recent years. 

2. The Mobility of Labour 

The British Gensus distinguishes about 35,000 dilTerent occupations. 
Some of these, such as interior decorating or dress designing or tea¬ 
tasting, require a natural aptitude possessed, in a high degree, by 
relatively few. Others, such as the professions or printing, require a 
considerable period of training or apprenticeship, in addition to 
suflicient natural aptitude. Any occupation, even a so-called “un¬ 
skilled Job” such as pick-and-shovel work, requires certain capacities; 
and a beginner can usually improve, perhaps quite considerably, with 
practice. 

Nevertheless, almost any worker who is proficient at his own job 
could become fairly proficient at occupations demanding similar 
qualities, and there is usually quite a wide range of such occupations. 
Ihus a man who is fairly efficient at tending one kind of machine could 
usually learn to tend other kinds of machines, a man doing work 
requiring mainly physical strength could usually do other jobs of a 
similar kind, a good administrator would be equally efficient in most 
industries, and so on. And most occupations can be learnt in a fairly 
short time. Thus it is roughly true to say that occupations can be 
divided into groups. A worker can move fairly easily from one occu¬ 
pation to another within his group, but may have difficulty in becoming 
proficient at an occupation in another group, demanding different 
qualities. 

Glearly it is a simple matter for a worker to change his industry, 
provided that he continues to do the same kind of work and to live in 
the same place. And quite a number of occupations, such as those of 
clerks, typists, salesmen, lorry-drivers, and porters, are common to 
many different industries. 

Movements between places, however, may not be easy. A worker 
may consider more than the monetary cost of moving to a new district. 
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He may be reluctant to leave familiar scenes and friends and associa¬ 
tions and to begin life again in a strange place. He may be still more 
reluctant to move to a different country, especially one with a different 
language and different customs. 

The monetary cost of learning a new job or moving to a different 
place is an investment of capital. This investment may sometimes be 
made by the State: by providing free training or by paying the fares 
of workers moving to jobs in another district or by subsidizing emi¬ 
gration or immigration. It may be made by some employers, who 
consider it worth their while to train workers or to pay their fares. 
But usually it must be made by the worker himself. He will not make 
it unless he believes that the improvement in his future earnings will 
repay him with interest. Some workers may not have the necessary 
capital, and others may consider that even the probability of repay¬ 
ment plus, say, 10 or 20 per cent interest, in the form of increased 
wages for the rest of their working lives, is not sufficient to compensate 
them for the present sacrifice of the capital sum. It may be noted that 
a given prospect of increased earnings will be more likely to tempt a 
younger worker to move than an older one, not merely because the 
latter has become more set in his habits, but also because he has fewer 
years of his working life left, over which to recoup himself for his present 
investment. 

The Government requires entrants to certain occupations, including 
most of the professions, to pass some kind of qualifying test, and in some 
cases to pay a fee. But there are seldom any other legal obstacles to 
the mobility of labour within a country, although in some occupations 
the trade unions insist on a fairly long period of apprenticeship before 
admitting new entrants to the union. Yet movements of labour do 
not always take place on a large enough scale, and sufficiently quickly, 
to facilitate a rapid and complete adjustment to changes in economic 
conditions. 

A leading example of inadequate mobility was that of Great Britain 
between the wars. Certain areas, notably South Wales, Glasgow, 
Lancashire, and Tyneside, were largely dependent on “staple” 
industries (such as coal and cotton) which exported a large proportion 
of their output and which had been confronted with a large fall, 
especially in foreign markets, in the demand for their products. Wages 
in these areas fell below wages for comparable occupations in other 
parts of the country. Yet the mobility of labour away from these 
districts was inadequate. Their percentage of unemployment was at 
least twice as high as in other districts, and they were treated as 
“special” or “depressed” areas. (They are now called “development” 
areas. But the position has changed. At present (1954) there is fairly 
full employment, except in textiles.) 

There were various reasons for this inadequate mobility. Probably 
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the chief reason was the natural reluctance of workers to leave the 
places where they had lived for all their lives, or for many years, and 
where they had grown accustomed to a certain way of life. The 
shortage of suitable houses in the more prosperous parts of the country 
also discouraged movement. The weekly money benefits paid to the 
unemployed from the unemployment insurance fund, and as public 
assistance, enabled workers to stay where they were, although they 
could not find jobs there. A generation earlier they would have been 
forced to move in order to avoid starvation or the workhouse. Nobody 
wishes for a moment to revive that unhappy state of affairs; but it must 
be admitted that our social security schemes do tend to lessen the 
mobility of labour. 

It should not be assumed, however, that there was no movement of 
labour at all during this period. There was not enough, but there was 
nevertheless a good deal. Between July, 1923, and July, 1935, the 
number of insured workers (including those who were unemployed) 
attached to coal-mining fell from 1,244 thousand to 939 thousand, to 
cotton from 568 thousand to 442 thousand, and to shipbuilding from 
270 thousand to 157 thousand, whilst those attached to the distributive 
trades rose from 1,254 thousand to 2,007 thousand, to building from 
716 thousand to 977 thousand, and to the motor industry from 192 
thousand to 286 thousand, whilst numerous other changes also took 
place between industries and occupations. There was also some move¬ 
ment away from the depressed areas and towards the South. Thus the 
Census Preliminary Report, 1931 (page xiv) remarks: “It will be 
observed that the counties north of Cheshire and Yorkshire inclusive 
have on balance lost as many as 443,000 of their population by 
migration during the past decennium and that from the central belt 
Wales has lost 259,000, the Midlands 81,000, and the Eastern region 
41,000. ... In the South-eastern section the net immigration numbers 
615,000.” 

Movements between industries and areas have continued during 
recent years. For example, by 1952 the numbers attached to cotton 
were down to 286 thousand, while those attached to building had risen 
to 1,017 thousand, and there had been a marked increase in the 
numbers attached to the engineering trades. The population of the 
Midland area had increased since 1931 by 17 per cent as compared 
with 8 per cent for Great Britain as a whole. 

On the whole, the mobility of labour is sufficieht, in most modern 
countries, to make possible a very large measure of adjustment in 
response to changes in economic conditions. It must be remembered 
that it is quite exceptional for changes in conditions to require more 
than a quite small percentage of workers to move, in any one year, 
out of any one occupation or industry or district. Only that small 
fraction of the total working population which is most able and willing 
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to move need do so; as a rule, complete adjustment could be achieved 
even if the vast majority of workers continued to live in the same place 
and to do the same work as before. Further, adjustment may, and 
often does, take place by means of a kind of ‘‘reshuffle.’’ Suppose, for 
example, that a movement of population is required from the North 
to the South. This could be brought about by a series of ripples, 
constituting a general southward trend, some people in the North 
moving some distance southwards, some people in the North Midlands 
moving southward, and so on. Similarly with a movement between 
occupations. Suppose, for example, that the coal industry^ is contract¬ 
ing and the motor industry expanding. It is possible that very few 
coal-miners could become proficient workers in the motor industry. 
In spite of this, a transition might be effected by, let us say, some coal¬ 
miners becoming builders’ labourers, some builders’ labourers lorry- 
drivers, and some lorry-drivers entering the motor industry. Finally, 
by far the most important influence facilitating mobility between 
occupations and industries, although not so much between places, is 
the change in personnel of the working population, which is constantly 
being diminished by deaths and retirements and increased by the flow 
of boys and girls entering the labour market from school or college. 
It is easier to decide to enter, for the first time, one occupation rather 
than another, than to decide to give up an occupation in which one 
has acquired knowledge and skill, in order to begin afresh, perhaps at a 
fairly advanced age, in a new field. Most of the youthful new entrants 
into the labour market are capable of entering any one of a number of 
industries and occupations, and they tend to be diverted towards those 
which consumers would most prefer them to enter, for it is those that 
offer them the brightest prospects. Here, again, the State is often 
helpful: children may l^e given “vocational tests” to discover their 
natural aptitudes, and parents may be advised by Employment Ex¬ 
change officials and others, who know the prospects of employment and 
wages in different fields, into what jobs to place their children. 

It may be noted that adjustment between industries and occupations 
is facilitated by an expanding population, for changes in the proportion 
of the working population attached to different industries and occupa¬ 
tions can be brought about mainly by diverting the stream of new 
entrants towards those fields that are expanding, without many workers 
having actually to change over from one line to another. This also can 
be illustrated from Great Britain. In 1881 the total occupied popula¬ 
tion was 12,739 thousand, of whom 1,593 were engaged in agriculture. 
Improvements in transport and in agricultural technique made it 
cheaper for Great Britain to buy more foodstuffs from abroad instead of 
producing them herself. Thus in 1931, out of an occupied population 
of 21,055 thousand, only 1,194 thousand were engaged in agriculture. 
A change from 1,250 per 10,000 occupied persons to 567 per 10,000 
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occupied persons involved an absolute diminution of only 399,000 in 
the number engaged in agriculture, owing to the growth of population. 
Over this period some industries expanded greatly. For example, the 
numbers engaged in the manufacture of metals, machinery, etc. 
increased from 927 thousand to 2,412 thousand, that is from 728 to 
1,145 per 10,000 occupied persons. These expansions took place 
largely by the inflow of new entrants to the labour market. A stationary 
and, still more, a declining population hampers adjustment, since this 
must take place mainly by workers leaving one kind of job and moving 
to another. Great Britain has been handicapped in this respect by the 
recent slowing-dow^n in her rate of population growth, and this handi¬ 
cap may increase in the future, if her population ceases to expand aud 
begins to decline. 


3 . I'liE Mobility of L^vnd 

It will be granted that soil can be shifted, that rivers can be diverted, 
that minerals, once extracted, can be transported, and so on. But it 
seems absurd to suggest that land itself can be moved from one place 
to another. 

This is because we measuic land by its area. But area, as such, is of 
less importance than productivity, and the productivity of a particular 
piece of land can be increased or diminished. 

The term “land” has sometimes been restricted to the inherent and 
indestructible powers of the soil. But there seems little point in adopt¬ 
ing this definition. In fact much of w’hat is commonly called land is 
man-made, and it is impossible to separate “improvements” due to 
man from the original land. Most ^and requires a continuous invest¬ 
ment of free capital in order to keep it suOiciently free from pests, or 
sulliciently fertilized or drained, to maintain its productivity; and as a 
rule additional investment will increase its productivity. The con¬ 
fusion between the two concepts of land is well illustrated by the story’ 
of the landowmer wdio stipulated when leasing his land that the tenant 
should maintain intact the mdcstructible powers ot the soil. 

Hence if more free capital than formerly is invested in “improving” 
tlie land of one region, and less than formerly in “improving” the land 
of another region, the productivity of land has been increased in the 
former region and diminished in the latter. 

But although man can do much, by irrigation and other means, to 
irnj^rove the natural resources of a region, he cannot give a tropical 
climate to land in a temperate zone, or transport minerals without first 
extracting them; and the uneven distribution of different natural 
resources over the earth’s surface is a very important fact. I dis¬ 
cussed its implications when I dealt with the location of industry, 
""Some land is more or less completely “specific.” For instance, much 
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land in the North of Europe grows only forests, and the soil is not rich 
enough to make it worth while to clear the forests in order to grow 
crops. Again, much land in the interior of Australia receives a rainfall 
so small and unreliable that it is suited only for sparse pastoral culti¬ 
vation. Most land, however, is capable of a considerable range of 
different uses. There is very little land that could not be made to serve 
as a site for buildings: witness, for example, the Ford factory which 
rests triumphantly on concrete piles above the swamps of Dagenham. 
Nearly all “arable” land is capable of growing grass and serving as 
pasture, and much of it could support any of several kinds of animals. 
Obviously the potential uses of any given piece of land are limited by 
its climate and by the nature of its soil, but within these limits most land 
is far from being completely specific. But some investment of capital is 
usually required in order to convert land from one use to another. 
Moreover, a considerable time may have to elapse before the supply 
of a given product can be substantially increased: for example, a citrus 
tree or a coffee bush takes several years before it begins to yield. 

A striking example of a change in the use to which land has been put 
is afforded by the transfer from grain-growing to stock-raising in the 
United Kingdom betw'een 1874 and 1914. Over this period, the area 
under wheat fell from 3-8 to T9 million acres and that under barley 
from 2-5 to T9 million acres, while the area under permanent grass 
increased from 23-7 to 27-4 million acres. During recent years the area 
under wheat has remained around 2 million acres, and so has the area 
under barley; the area under permanent grass has been over 31 million 
acres. Under the stimulus of a subsidy, the area under sugar-beet 
increased from 4,000 acres in 1913 to more than 400,000 acres today. 
Over the same period the area under turnips and swedes fell from 
1,486,000 acres to less than 700,000 acres. 


4. The Mobility of Capital 

Much of the capital of a country consists of buildings and plant. It is 
often physically possible to dismantle plant, transport it, and set it up 
again in a different place, but the advantages of a change in location 
are seldom great enough to outweigh the cost of doing so: and it is 
very seldom worth while to move buildings constructed of brick or 
stone. Moreover, most of this fixed capital seems to be highly specific. 
It was designed for a particular purpose, and as a rule the cost of 
adapting it to a different purpose would be too great to make the 
investment worth while. There are, of course, exceptions to this. 
Thus it is claimed that plant designed for motor-cars or agricultural 
machinery can often be converted to the manufacture of armaments. 
But most fixed capital either stays where it is and does the kind of work 
for which it was designed or is broken up and sold as scrap. 
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Nevertheless, the mobility of capital is considerably greater than 
appears at first sight. 

The “purpose” for which a building or plant was designed is often 
wide enough to permit considerable variation in the goods or services 
produced. Thus a building designed as a factory or a shop or an office 
will often serve equally well for any one of several kinds of factory or 
shop or office. Many engineering works are capable of producing a 
wide range of products and can readily produce more of one kind and 
less of another. Spindles can often be adapted to spin a finer or coarser 
yarn or even to use a different kind of material. 

Many raw materials and other intermediate products are used by a 
number of different industries, so that although the plant that produces 
them may be specific to that use, its products are capable of several 
different uses. For example, a steelworks may produce only steel, but 
the steel may be finally transformed into part of a railway track or of a 
building or a ship or a motor-car or a machine. In the same way the 
services of transport agencies, such as railways and lorries, can be used 
for almost any kind of goods, and it is a simple matter to supply more 
light, heat, and power to some industries and less to others. Thus very 
considerable changes can take place quickly in the composition of the 
final output of a country, whilst most of the fixed capital continues to 
render exactly the same services or to produce exactly the same goods 
as before. 

Finally, as time goes on, capital is consumed and need not be 
replaced in the same form. For example, an entrepreneur who wishes 
to keep his capital intact will set aside some of his receipts in order to 
replace machinery and other equipment when it wears out. The money 
that he sets aside is free capital and will be used to purchase a different 
type of machinery or a completely different kind of plant, if he thinks 
that course more profitable. It is true that most buildings and many 
plants have a fairly long “life,” Even so, the distribution of capital 
between industries can be changed considerably if the total amount of 
capital is being increased by new investment (which flows towards 
those industries where it can be used most prcfitably) just as the 
distribution of labour between industries is facilitated by an expanding 
population. Moreover, “working capital,” which consists largely of 
stocks of intermediate products, and much consumers’ capital, has a 
fairly short life and can readily be replaced by something different 
after it is consumed. 


5. Public Policy and the Mobility of Labour 

Public policy may affect the mobility of labour in various ways. 

The public provision of technical training, and of vocational 
guidance for boys and girls leaving school, encourages mobility 
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between occupations, and therefore, to some extent, between indus¬ 
tries and places. 

It may be thought desirable, on general grounds, for people to own 
their own homes. But this tends to discourage mobility. A man may 
be reluctant to sell his own home, or may not find a buyer at a suit¬ 
able price, and therefore may not be willing to move to another 
place. 

If the money benefits that a man draws when unemployed are not 
much less than the wage he could earn by moving elsewhere, he may 
be tempted to stay where he is and hope for the best. 

It may be argued that national assistance should not be given to a 
man who refuses the ofihr of a suitable job merely because it is in 
another district. 

The National Insurance Fund could be drawn upon by the Employ¬ 
ment Exchanges to pay the expenses of an unemployed worker who 
moves elsewhere to take a job, or even to look for a job. It might be 
used also to provide training courses for workers who could then find 
work in a different occupation. 

An important question is the extent to which the State should 
control the location of industry. 

An entrepreneur will choose whatever site ofTei's him the best 
prospect of profit. But there may be social costs which do not enter into 
his calculations. Suppose he were to establish himself in a rapidly- 
growing district, and to attract labour from elsewhere. 'This may mean 
that more houses, roads, schools, hospitals, electricity stations, cables, 
pipes, and wires, and so forth, have to be provided to cope with the 
growing population. Should he go to another district, where there is 
considerable unemployment, all these facilities may be available, 
working below capacity. From the standpoint of the community, it 
may be better to induce him to go to the latter district. The com¬ 
munity has not so much capital available for investment that it can 
afford to duplicate facilities which already exist, and could be more 
fully used, elsewhere. 

If he goes to the latter district, he brings the jobs to the workers 
instead of making the workers move to the jobs. If they have a strong 
preference for remaining where they are, his factory is far more of a 
boon to them than it would be to a district where there is already full 
employment. 

Hence a Government should exercise some control over the location 
of industry. The British Government does so. Certain areas are 
scheduled as “development areas” and the Government, through the 
Board of Trade, offers various inducements to firms to site their 
establishments in those areas rather than elsewhere. 

The Government has converted war-time factories in these areas 
and has also built new ones, and is leasing them on favourable terms. 
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Some of the new factories are grouped into “trading estates,” well 
provided with roads, electricity, and other services. 

In certain circumstances, financial assistance is given to firms to 
encourage them to settle in a development area or to move their works 
from another part of the country into a development area. 

Firms in these areas are given a measure of preference in the alloca¬ 
tion of scarce materials and in Government contracts. 

Finally, there is the negative control that a permit is required for 
new industrial premises, or an extension of existing premises, of over 
5,000 square feet in area. Such permits have been granted more freely 
for the development areas than for elsewhere. 

As a result of all this, between January, 1945, and June, 1951, 1,318 
new factories and extensions costing £1Z million with an area of 43 
million square feet had been built and occupied in the development 
areas, 'i’he corresponding figures for the rest of the country (^vith over 
80 per cent of the total population) were 2,925 factories costing 
million with an area of 52 million square feet. 

How far the policy of bringing the jobs to the people should be 
applied depends on the merits of each case. The special advantages 
of one district, such as nearness to raw materials, may be so great that 
they outweigh the extra social costs. A mine may be getting worked 
out, and there may be no other productive resources in the neighbour¬ 
hood; it may be better to move the wdiole population as a group than 
to subsidize the mine, as the National Coal Board has done in some 
instances, to the extent of ^1 or more a ton.^ The demand for some 
products (for example, cotton textiles), may seem likely to go on 
falling; the best course for the Government may be to train some of the 
workers for other occupations, and t > encourage them to move to other 
industries. 

These problems are dilficult. A country such as Great Britain cannot 
atibrd to ignore changes in world demand and improvements in 
technique, or to compel firms to incur high costs of production by 
going to unsuitable locations. A high degree of flexibility is very 
desirable. On the other hand, full weight should be given to the 
various social costs which do not enter into the calculations of private 
enterprise seeking only to maximize its profits. 

6 . Conclusions 

I have been considering a question of fact—namely, to what extent a 
modern economic system is flexible. Under capitalism, changes in 
economic conditions act upon the price mechanism and provide 

^ In 1952 about 35 niillion tons, one-sixth of the total output, was produced in 283 
pits at a loss of 10s. a ton or more. This figure includes over 9 milliv'ni tons produced 
in 118 pits at a loss of more than £1 per ton, of which 2 million tons involved losses 
of over £2 a ton. 
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incentives to entrepreneurs to produce more of some goods rather than 
of others. But this means transferring some factors of production to 
different uses. I have discussed how readily such transferences can 
take place. 

The general conclusion is that they can take place more easily than 
is often supposed. This is borne out by experience. In most modern 
countries some industries have waxed and others waned, and quite 
new industries (such as the motor-car and the radio industry) have 
sprung up and attained a large size very quickly, with little disturbance 
to the economic system as a whole. But there are obstacles to mobility 
and it may take some time to overcome them: in general, the longer 
the time that has elapsed after a change in conditions, the more com¬ 
plete will be the adaptation. 

We have seen that adjustment is facilitated when population and 
capital are expanding, and that the most diflicult transference to effect 
is often the movement of labour from one district to another. On this 
last point, it must be remembered that there are often social costs that 
do not enter into the calculations of the entrepreneur. In Great 
Britain, these social costs are presumably given full weight in the 
nationalized industries, while the location of new j)rivatcly-owned 
plants is controlled by the issue of licences and in otlier ways. 

Nothing has been said in this chapter about the trade cycle. A 
general trade depression usually involves a marked fall in the demand 
for the products of the constructional industries. Large groups of 
unemployed may be marooned, perhaps for years, in districts special¬ 
izing in such industries, so that problems of transference become 
particularly important, and at the same time exceptionally diflicult to 
solve. But wc must postpone this sui)Jcct to Chapter XXII1. 



CHAPTER XXII 


THE CASE AGAINST MONOPOLY 
1. The Extent of Monopoly 

Before I discuss the case against monopoly, I must point out that the 
significance of this case depends on how much monopoly there is and 
on how monopolies in fact behave. These are questions of fact, on 
which we might expect to find little room for disagreement. But we 
do find, on the contrary, a great deal of disagreement. 

Public utilities tend to be local monopolies. But in Great Britain 
every one of the public utilities (except water) is nationalized—gas, 
electricity, rail transport, postal services, telegraph and telephone, 
cable and wireless, even broadcasting. They are no longer private 
monopolies, operating for private profit. They are public monopolies, 
owned and operated by the State. In some countries, such as the 
United States, they are still mainly in private hands, but they are 
closely controlled, and their prices are regulated, by the State. 

All the international commodity control schemes of the 1930s (except 
the tea scheme) have broken down or lapsed. The only international 
agreements now in force are not agreements to restrict output, but 
long-term contracts between Governments to buy commodities such 
as wheat and sugar. Paradoxically enough, national restriction of 
output in agriculture is practised mainly in the United States, the 
home of the anti-monopoly movement, where the acreage under a 
particular crop can be restricted by law. 

There are indeed large firms, very large firms. But are they monopo¬ 
lies? There was a public inquiry before the war into the affairs of 
J. and P. Coats, Ltd., who manufactured most of the sewing thread pro¬ 
duced in Great Britain. The inquiry showed that Goats had attained 
and maintained their predominant position through sheer efficiency. 
There were no obstacles to the entry of other firms into the industr>% 
but other firms simply could not produce and sell as cheaply. Are we 
to say that Coats were a monopoly merely because they produced the 
bulk of the output? The same question is relevant for a number of 
large firms. Unilever is very large. But any firm is quite free to buy 
vegetable oils and process them into margarine and soap. Is Unilever 
a monopoly? 

The Government does not think so. In Great Britain, as in most 
countries, monopoly and restrictive practices are illegal if they arc 
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against the public interest. Under the British Monopolies and Re¬ 
strictive Practices Act of 1948, a permanent Commission has been 
set up, to which the Board of Trade may refer for investigation any 
suspected case of monopoly or restrictive practices. So far, the only 
industry dominated by one or more giant firms that has been referred 
to the Commission is the match industry.^ 

Nowadays a firm which does have monopoly power (based on 
patents, for example) is likely to follow a moderate price policy, in 
order not to arouse public hostility and to avoid Government inter¬ 
vention in its affairs, rather than to go all out for maximizing its 
profits. It may well co-operate with the Government in carrying out 
the policy of the Government in such matters as directing its sales 
towards certain markets (the dollar area, for example) rather than 
others, or importing its materials from one source rather than another, 
or siting its establishments where they will be of the greatest social 
benefit. 

Most large firms try to maintain good relations with their employees 
and to gain the goodwill of the public by providing amenities for their 
workers, such as canteens, medical attention, sports grounds, and 
perhaps housing. Whether or not they have the power to exploit their 
workers, they often pay a little more than the market rate of wages; 
they probably do not lose by this policy, for they tend to get the more 
efficient of the workers available. 

It may be argued, therefore, that private monopolies of the type 
that Karl Marx or the framers of the American Sherman (Anti- 
Monopoly) Act of 1890 had in mind, firms which ruthlessly exploited 
consumers and workers in order to maximize their profits, are as dead 
as the penny-farthing bicycle. One can draw diagrams about them, 
as an academic exercise, in a text-book of economics, but they have no 
relevance to the real world of the second half of the twentieth century. 

On the other hand, imperfect competition is very widespread. In 
manufacturing and building, in transport and distribution, it is the 

1 By tlie end of 1954 tiie Commission had published reports on dental j;oods; cast- 
iron rainwater goods; electric lamps; insulated electric wires and cables; insulin; 
matches and match-making machinery; and imported timber; calico printing; and 
buildings in the Greater London area. 'The following subjec ts are at present before 
the Commission— 

Semi-manufactures of copper and copper-based alloys. 

Certain electrical and allied machinery and plant. 

Pneumatic tyres. 

Hard-fibre cordagi*. 

Linoleum. 

Sand and gravel in Central Scotland. 

Certain industrial and medical gases. 

Standard metal windows and doors. 

Certain rubber footwear. 

Electronic valves and cathode-ray tubes. 

In addition, the Commission are inquiring into the general effect on the public 
interest of certain widely prevalent restrictive practices (including “exclusive dealing** 
and “collective bovcott**). 
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rule rather than the exception. Some people claim—although this, 
too, is a subject on which far too little is known—that open or tacit 
price agreements are very common. It may therefore be argued that 
private monopoly is still very important, although it takes the form of 
price agreements and restrictive practices rather than of domination 
by giant firms, each with a monopoly in its own field. Some would go 
further and point out that certain large firms, although they may roar 
gently as any sucking dove, are at any rate potential monopolists, 
and need careful watching. 

One interesting point is that a very important field where monopo¬ 
listic action and restrictive practices are common is the field of trade 
union action. Opponents of capitalism tend to favour these aspects of 
trade union policy, on the ground that they help the workers to get a 
fairer share of the national income and to protect themselves against 
unemployment. Whether or not this is so, the case against such 
practices is precisely the case against monopoly; they restrict output, 
and they prevent workers from entering occupations where their 
services would be more valuable. 

The present chapter, however, will not discuss trade unions. This 
subject is deferred to Chapter XXVI. 


2. The Case for Monopoly 

Sir Henry Clay, in an article on “The Campaign against Monopoly 
and Restrictive Practices” in Lloyds Bank Review for April, 1952, has 
urged that monopoly may sometimes be in the public interest. 

Monopolies can often produce on a large scale and therefore more 
efficiently than a large number of small competing firms. “Some of the 
industries most criticized foi monopolistic tendencies turn out to be the 
most progressive and successful, both technically and commercially. 
British cement, highly concentrated and operating before the war a 
quota system, boasts that its prices are the lowest in the world, and its 
output per man comes nearer the American achievement than any 
other industry’s. British electric lamp prices, we learn from one of the 
Monopoly Commission’s reports, are lower than in any other country 
except America and, in spite of the general rise in costs, are below 
their pre-war prices.” 

Even more impressive, says Sir Henry Clay, is the record of British 
industries that adopted monopolistic policies in the thirties. In the 
cotton industry, “the depression of 1929-32 compelled contraction and 
reorganization; and the opportunity was then taken to organize also 
some collective control of prices. Losses were stopped, and a process of 
technical improvement made possible. Similarly steel, after organizing 
itself to control output towards the end of the great depression, was 
enabled to put in hand, and carry through in the short time available 

i. b.f. 
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before war broke out, an amount of re-equipment and new develop¬ 
ment greater than the preceding generation and a half of unrestricted 
competitive action had produced. Even coal and shipbuilding by 
resort to ‘restrictive’ measures checked the calamitous losses which 
threatened a permanent closing down of these industries in some 
areas.” 

Sir Henry’s point is that under competition prices may be driven 
down to levels that do not fully cover the fixed costs. Receipts may be 
too low to provide properly for the replacement of plant and equip¬ 
ment when it wears out, let alone for new investment in the industry. 

The view that a monopoly exploits relatively poor consumers to 
swell the profits of wealthy shareholders is not always correct. 
Monopoly sometimes reduces, rather than increases, the inequality 
of wealth. Most of the farmers and smallholders taking part in com¬ 
modity control schemes were poorer than the consumers of their 
products, and trade unions taking monopolistic action would certainly 
claim that they are trying to reduce inequality by improving the w'ages 
and the conditions of work of their members. 

Farmers and workers sometimes defend monopolistic action on their 
behalf by the argument that it only goes some distance towards com¬ 
pensating them for the monopoly prices they have to pay for many of 
the manufactures and other goods and services which they buy. 


3. Monopoly and Changes in Demand and in Costs 

It is possible to construct a queerly-shaped demand curve to prove that 
a monopolist might conceivably increase his profits by producing less 
when the demand for his products increases. But in practice it will 
always pay a monopoly to produce more in response to an increase in 
demand, and less in response to a decrease in demand. So far, so good. 
To this extent, the price system works as well under monopoly as under 
competition; in fact, the response under monopoly is likely to be more 
prompt and more accurate than under competition, for a single seller 
can make the required adjustments in output, without ovT’^rshooting the 
mark, more easily than a number of separate firms each acting 
independently. 

A monopoly often keeps its prices relatively stable, at any rate 
considerably more stable than the prices of raw materials and other 
products produced under highly-competitive conditions. This policy, 
however, may be against the public interest. Suppose there is a general 
depression. By maintaining its prices a monopoly sells less, and there¬ 
fore gives less employment, than if it reduced them. If it produces 
capital goods, it is desirable that their prices should be reduced during 
a slump in order to stimulate a revival of investment. In general, 
prices should change when there is a change in costs. If a commodity 
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can be produced with less labour and other resources than before, 
consumers should get the benefit of such a change, and be encouraged 
to buy more, by a corresponding reduction in price. The same reason¬ 
ing would apply to an increase in costs if the commodity were produced 
under competition, but if a monopoly absorbs a rise in costs by reducing 
its profits, and does not raise its prices, this may have the effect of 
making its prices nearer what they would be under competition, and 
may therefore be a move in the right direction. 

4 . Monopoly and Technical Progress 

A monopoly can often a fiord to employ a large research staff to 
discover improved methods of production, or new products, or new 
uses for its present products. It may employ also experts on “market 
research,” to collect information on the preference of consumers and 
the possibilities of expanding sales either at home or abroad. It might 
be argued that in such ways a uK^nopoly ser\^es the community better 
than a number of competing firms, each of which is too small to under¬ 
take such tasks. 

In 1947 the Federation of British Industries estimated that /,'30 
million a year was being spent, and 45,000 people employed, on 
research and dev’elopment in the laboratories and workshops of British 
industry.^ Most of this was spent by individual firms. 

Nevertheless a number of competing firms can subscribe to a joint 
association which carries out research on behalf of the industry as a 
whole. There are some forty of such co-operative research associations 
in Great Britain, covering a wide range of industries. Their total 
membership is about 10,00fi firms. Their total income is about 
niillion a year, of wliich million comes from GovernTnent grants, 
and they employ about 4,000 people. 

d’here are also a number of State-owned laboratories engaged in 
industrial research, spending about million a year and employing 
nearly 4,000 people. In addition, there is the research undertaken by 
the Universities. 

All the same, the bulk of the research is performed by individual 
firms, which means by firms that are relatively large and have some 
degree of monopoly. 

Although monopolies may play a leading part in research, will they 
apply the results of research as rapidly as would be done under com¬ 
petition? It is often argued that they may retard the application of 
new methods and new products, and may patent new inventions 
mainly to prevent competitors from using them. 

^ These figures, and those which follow, are taken from an article, “The Future of 
Industrial Research and Development in Great Britain,*’ by Professor Ronald J. 
Edwards in Lloyds Bank Review for January, 1952. 
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This is a question on which we should not jump to hasty conclusions. 
It will pay a monopoly, in just the same way as it will pay a linn 
working under competition, to scrap existing plant and to replace it 
by plant of an improved type if the total cost of the new method is less 
than the operating cost of the old and the return on the investment is 
sufhciently high, it will ecpially pay a monopoly to introduce a new 
variety of product if it llicrt !;)' increases its receipts more than its costs. 
It is true that a new firm just entering the industry will not have any 
plant of the old type, si> that the problem of whether to scrap its existing 
plant will not arise; it can i)egin at once with the most up-to-date plant 
and can produce the most up-to-date products. But there is a j)araliel 
to this in the case of a monopoly that owns most of the plant and 
equipment in the industry; at any time, some of its plant will ])e due for 
replacement and can be r(‘])laced by the new type. On the whole, 
progress is likely to be somewhat more rapid under competition, 
because an established monopoly, making good proiit*^. is likely to 
follow a more cautions and conser\ati\'e j)olicy, but the (‘xienl of this 
should not be exaggerated. 

» In this connection, it is often alleged that monopolies buy patents in 
brder to prevent rivals from invading their fields with nc\v methods or 
new products. Here again we must not exagg(‘rate. A report ])y a 
House of Commons Committee (Cmd 6789 of 1946) reads: “Rumoiu's 
of this practice are frequent but, in spite of our endeavours to obtain it, 
no satisfactory evidence of particular examples has bt en fortlu 'aning.” 
Most of the examples cited in popular discussion have no basis in fact. 
For instance, anybody is legally free to })roducc the famous “ever¬ 
lasting” m.atch. The patent for it expired long ago, but as “(‘vcrlasting” 
merely means striking some fifty times before it is finished, and as it is 
cheaper to produce a box of fifty ordinary matches, it would not be a 
paying investment. Nevertheless it seems probable that the existeiu e 
of a powerful monopoly in any field, a monopoly prepared to sjiend 
large sums in lawsuits against new competitors for alleged infringcuuent 
of its patents, may scare away possible new-comers who would use new 
methods. 


5. Monopoly and Restriction of Output 

By far the most important economic argument against monopoh' is 
that it involves restriction of output. The only way in which a 
monopoly can use its monopoly power is by controlling the supply™- 
in other words, by restricting its output in order to keep up its prices. 

Restriction of output may take three forms. First, goods already 
produced may be destroyed. Thus, between 1931 and the end of 1934, 
the Coffee Institute of Brazil destroyed over two million tons of low- 
grade coffee. These were stocks accumulated from a succession of 
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bumper crops. While they existed and potential buyers knew they 
existed, the price of cohee was unlikely to rise much. But destruction of 
stocks is clearly a costly way of restricting supply, and a way that 
arouses adverse criticism. It is better from the standpoint of the 
monopolist not to allow excessive stocks to pile up. This was not 
possible in Brazil, as the output from existing cofiee trees, owned by 
many thousands of peasants, could not be effectively curtailed. 

Second, a monopoly may leave some of its productive resources idle. 
Some rubber trees are not tapped; some land suitable for growing 
cotton is kept out of cultivation; some plant and equipment is not 
worked or is worked only part-time. The result is that output is kept 
down and prices can be kept up without accumulating stocks. The 
w^aste is there, but it is a waste of capacity and not so obvious as the 
destruction of goods already produced. 

Third, a monopoly may plan its capacity so that it can be fully 
used but is not large enough to produce much more than can be sold 
at the prices fixed. Here there is no visible w^aste. Full and efficient- 
use is made of all the labour and resources employed in the monopoU 
izecl industry. Yet there is loss to the community. Here is a field in 
which more labour and capital could be profitably employed. CorV 
sumers ^vant more of these products. If prices w^ere low’er they would 
buy more. Prices could be lower, perhaps much loww, and still yield 
a normal return on capital. But new firms are somehow prevented 
from entering this field, and the monopoly itself will not expand 
because this w^ould reduce its profits. 

Hence consumers are thw'arted. They do not get the assortment of 
goods that they would prefer. They w'ould rather have more of the 
monopolized products (at a low^er price) and less of others. Under 
competition, investment would flow into these fields, wffiere it yields a 
higher return. More labour and other factors would be employed 
there, producing a greater output. Under monopoly, this expansion 
does not take place. New^ investment is kept out by the barriers 
protecting the monopoly against competition. The distribution of 
labour and other factors among industries is not in accordance with 
the preferences of consumers; it is distorted by monopoly. 

This situation assumes full employment. If there is considerable 
unemj)loyment, the case against monopoly is still stronger. For here are 
fields which could absorb additional workers and additional materials 
and additional plant. If these fields w^ere thrown open, unemployment 
would be reduced and consumers \vould be able to have more of the 
monopolized products and perhaps also more instead of less of other 
things. 

When the monopoly is a combination of producers, each producer 
often gets a quota of output, usually based on past performance. The 
consequence is often that the more efficient sources of supply produce 



310 WORKING OF THE PRICE SYSTEM UNDER CAPITALISM 

less, relatively to other sources, than they would produce under com¬ 
petition. For example, before coal-mining was nationalized in Great 
Britain, the coal-mines were grouped into a compulsory cartel by the 
1930 Act, each mine being given about the same share of total output 
that it produced in 1928. Towards the close of the 1930s, it is certain 
that considerably fewer miners could have produced the same total 
output (or alternatively, the same number of miners could have 
produced a considerably greater output) if more of that total had been 
produced in districts and mines that had increased their efficiency, 
relatively to other districts and mines, since 1928. The same thing 
happened under most of the commodity control schemes of the 1930s. 

6 . Excess Capacity 

A common effect of cartel agreements is to call excess capacity into 
existence. If the cartel succeeds in providing a high rate of return on 
capital, firms may be tempted to expand their capacity in order to 
claim a larger quota when the quota arrangements are next reviewed. 

But excess capacity is sometimes inevitable; and it often carries with 
it advantages which partly offset, and sometimes more than offset, 
the waste of resources which it seems to involve. Let me give some 
illustrations. 

I have already pointed out that a plant worked below capacity may 
yet produce that output at a smaller total cost than a smaller plant 
working at full capacity. This arises from “indivisibility.’’ For one 
reason or another, the larger plant is more efficient; the next “size” 
which is practicable to build does not yield the same “economies of 
scale.” 

A liner keeps to a time-table and therefore often makes a journey 
with fewer passengers or less cargo than it could conveniently carry. 
But potential passengers and shippers know in advance exactly when it 
will sail, and can make their plans accordingly. 

The need to use certain things may occur only during certain times 
or seasons. It is not wasteful to have street lamps which are lit only at 
night or harvesting machinery which is idle most of the year. Some 
things are not used continuously, but it is very convenient to have them 
available whenever they happen to be required. This applies to 
various things in the home, such as baths and sewing-machines and 
household utensils. In the same way, a firm may find it convenient to 
keep various things available. Some of them may be used compara¬ 
tively seldom, but when they are needed they may be needed urgently. 

The concept of availability applies also to shop assistants who are not 
fully employed all the time. A customer appreciates being served at 
once, and served courteously and well, instead of having to wait in a 
queue and then being served in a hurry. 
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The waste in milk distribution, with several roundsmen to a street, 
is often criticized. But a consumer can choose the dairy she likes— 
for milk is not homogeneous; and the time she likes for it to be 
delivered; and possibly the roundsman she likes. 

And so we might go on. Imperfect competition does usually mean 
some waste of resources. That is the central fact. In war-time, labour 
and other resources are urgently needed for the war effort and should 
not be used wastefully or below capacity. But in peace-time, consumers 
may value the convenience and the greater freedom of choice offered 
to them by “wasteful” methods. 

7. CoMPEiiTivE Advertising 

Some advertisements give new and useful information. They tell us of 
new products, or of what transport services are aviiilable, what plays 
and films different theatres’ and cinemas are offering, what hotel and 
housing accommodation is obtainable, and so on. But a good deal of 
advertising is merely the advertising of different brands. This type of 
advertising is called competitive advertisings it arises only because com¬ 
petition is imperfect; it takes place because different brands compete 
with one another. 

It is often claimed that the resources employed in competitive 
advertising arc wasted. Experts may tell us that there is no substantial 
difference between different brands. It is therefore argued that the 
community would benefit if firms charged lower prices instead of 
spending money on advertising one brand against another. 

In some fields the profit margin on widely-advertised goods is high. 
For example, an American monograph on “Price Behaviour and 
Business Policy” (published by the Temjiorary National Economic 
Committee) said tiiat Bayer Aspirin, sold by retailers at 75 cents an 
ounce, was identical with acetylsalicylic acid, costing 15 cents an 
ounce. 

Nevertheless, most people would probably object to a complete 
prohibition of competitive advertising. A consumer often derives extra 
satisfaction from owning or consuming a widely-advertised product, 
although a cheaper product might be chemically identical or might 
give an equally good “performance.” Most firms advertising branded 
goods would probably claim that their particular brands have special 
features and that they are conveying genuine and useful information 
in bringing these features to the notice of consumers. And many 
newspapers and magazines derive most of their revenue from adver¬ 
tising, and are therefore sold more cheaply to readers, who presumably 
like looking at the advertisements. 

What the State should do about advertising is a matter of opinion. 
It is difficult to draw the line between competitive advertising and 
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advertising that brings innovations and new opportunities and price 
reductions to the notice of a wide public. The State might make false 
and misleading statements by advertisers a legal offence. It might 
require the ingredients of such things as patent medicines to be plainly 
stated on the package or bottle. This is done in the United States, 
which has also set up a Research Council, for the benefit of consumers, 
to make an impartial appraisal of the nature and merits of various 
proprietary articles. 


8 . Resale Price Maintenance 

An important and controversial question is whether the enforcement 
by manufacturers of fixed resale prices for their products should be 
permitted or should be prohibited by law. Resale price maintenance 
applies, of course, to branded goods, which are usually nationally 
advertised: for example, cigarettes, patent medicines, and toilet 
preparations. The 1931 Committee on Restraint of Trade found that 
it was common for manufacturers to enforce resale price maintenance 
conditions upon wholesalers and retailers by threatening to withhold 
supplies from them if they cut prices, and that such threats were carried 
out. This Committee concluded that “we do not regard the price 
maintenance system as free from disadvantages from the public point 
of view, but we are not satisfied that if a change in the law were made 
there is any reason to think that the interests of the public would he 
better served.” However, the Labour Government which went out of 
office in 1951 was proposing to bring forw ard a Bill to make resale price 
maintenance illegal. 

One might think that the manufacturer would welcome “cut” prices. 
He makes bigger sales and gets (from the wholesalers or retailers) the 
same price per unit. The customers get the goods fresher. The shops 
that “cut” have a bigger turnover and less idle capacity. 

But the other shops object. In a provincial town, all the tobacconists, 
for example, might get together if a shop sold certain cigarettes at cut 
prices, and might threaten the manufacturers that they would not buy 
unless steps were taken to cut ofl* supplies to the cut-price shop. As a 
rule, the manufacturers fall into line. The 1931 Committee accepted 
the argument that if a manufacturer “advertised a particular brand at 
a given price and if retailers, for purposes of their own, sold it tem¬ 
porarily at lower prices, the effect on the public would be such as to 
destroy the reputation of the brand.” 

The controversy is mainly between those who wish to protect the 
small shopkeeper and those who feel that we have too many shops— 
nearly twice as many as the United States per million people—and would 
prefer the public to get the goods cheaper even if that would mean 
putting some existing shops out of business. 
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9. Nationalization 

One way for the State to deal with a monopoly is to take it over, to 
nationalize it. It then becomes a public monopoly instead of a private 
monopoly. 

In Great Britain, the Post Office, telegraph and telephone, and 
broadcasting, have been under public authorities for a long time, and 
civil aviation was nationalized before the war. After the war, the 
Labour Government nationalized the Bank of England, Gable and 
Wireless, cotton-buying, the coal-mines, the railways, electricity, and 
gas. It also nationalized most of road transport, but the Conserv^ative 
Government, which came into power towards the close of 1951, has 
handed road transport (and also cotton-buying) back to private enter¬ 
prise. There has been much controversy over the steel industry, which 
the Labour Government began to nationalize and the Conservative 
Ciovernment is handing back to private enterprise. Altogether, the 
nationalized industries cover rather less than 20 per cent of economic 
a< tivity. 

One strong motive behind the drive for nationalization w’as the belief 
that inequality of wealth would be reduced by doing away with private 
profit in the nationalized industries. Inequality has indeed been 
reduced, but by heavy taxation of incomes and profits and on estates 
changing hands at death, not by nationalization. The former share- 
liolders were paid the full value of their shares in Government stock. 
They could cither keep the stock, getting a lower but more secure 
income (which some people prefer), or they could sell it and invest 
in other securities giving a higher but riskier return. They still retained 
their capital, and their income from ownership. 

Some of the workers may nave hoped that they would run their owm 
industries after they were nationalized. But in any enterprise, whether 
State-owned or privately-owned, there must be a chain of command; 
some must give orders and others must cany them out. The daily 
routine of the average worker was not any dilferent after nationali¬ 
zation. 

When the State takes over only one or two undertakings in an 
industry, it has to compete with the private firms which remain, and 
this provides some test of its efficiency. Moreover, the industrv' is still 
open to new-comers with new ideas and new methods. But when the 
State takes over a whole industry, the whole of the field is barred to 
private enterprise. This places a heavy responsibility on the State: 
the responsibility of running the industry efficiently and in the public 
interest. 

I'here may be no good test of efficiency. The nationalized industry 
may make i)rofits but these may be made merely by passing on higher 
costs to consumers in the form of higher prices. Conversely, losses 
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(such as the loss million made, up to 1953, by the National Coal 

Board) are not a conclusive proof of inefficiency. 

On general grounds, it is often argued that public management is 
more bureaucratic and shows less initiative than private enterprise. 
It has to account to Parliament and is reluctant to take risks which 
might lead to considerable losses. The flair of an entrepreneur may 
produce better results than the carefully reasoned memoranda of civil 
servants. There may be a case, therefore, for controlling a monopol¬ 
istic industry, as they do in the United States, rather than national¬ 
izing it. 

This point, however, should not be exaggerated. A very large enter¬ 
prise under private management tends also to be somewhat bureau¬ 
cratic. The Post Office is reasonably well run, and if the Boards of the 
nationalized industries are staffed with first-class administrators and 
experts, there seems no obvious reason why they too should not be 
reasonably efficient. As for initiative, the development of the jet- 
propelled aeroplane, in which Great Britain leads the world, was 
carried out in a nationalized industry. 

But what is the case for nationalization rather than control? In the 
fairy stories the young couple get married and live happily ever after, 
and in the same way some people seem to think that the problems 
of an industry are solved by the mere act of nationalization. Far 
from it. 

The case for nationalization must be that the State will run the 
industry in the public interest, in a way that would not be possible 
under private ownership. 

Let us take the railways as an example. A great deal of capital has 
been invested in the railways. But that was in the past; it is a bygone. 
Now that there are no shareholders whose claims and expectations 
must be considered, the State need look only to the future. How can 
the best use be made of all the resources of the community, including 
the railways and the roads? It may be that the transport needs of the 
country can be best served by letting the roads have all the traffic they 
can get in open competition. There is no longer any need to protect 
railway shareholders by restricting the amount of road traffic. If goods 
can be carried more cheaply if more of them go by road, it does not 
matter if the railways earn a low return on their capital. It is good 
business for the community to allow the profits of the railways to be 
reduced if for every £\ they are reduced several pounds are saved to 
the public in transport charges. 

The State thus has a great opportunity with its nationalized indus¬ 
tries. Will it run them in the public interest? Will it be able to resist 
demands for higher wages, to be passed on to consumers in higher 
prices, if it considers they are not justified? Will it be ready to give new 
methods a fair trial? Will it refuse to protect a nationalized industry 
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against competition from substitutes despite the demands of the 
workers that their employment—in that particular industry—should 
be safeguarded? Or will the defects of private monopoly remain, and 
perhaps be accentuated, under public ownership? Time will show. 


10 . Monopoly and Public Policy 

Monopoly is sometimes inevitable, especially in the field of public 
utilities. If the State does not take over such monopolies, on what lines 
should it control them? 

One useful device, provided the right man can be found, is to place 
a Gov^ernment representative on the Board of Directors. He can try 
to keep the policy of the undertaking in harmony with the public 
interest. His advice is likely to be heeded, for if it is ignored, the 
Government might take over the enterprise or might regulate its 
activities more closely. 

What exactly is in the public interest is a question to be decided in 
the light of all the circumstances. In general, it is against the public 
interest for any undertaking to make monopoly profits by charging 
unduly high prices, \vhich means by restricting its output. But the 
most efficient firms in any industry' make greater profits than the less 
('fficient. If the State were to set an absolute maximum to the profits 
of such an undertaking, this would weaken its incentives to efficiency 
and enterprise and might deter it from expanding. The best course 
might be for the State (})erhaps thnuigh a Commission) to fix its 
charges at levels that would give it a nomial profit if it were normally 
efficient but would allow it to earn more by reducing its costs. (This is 
what the Monopolies Coinmissic u recommended in 1953 for the 
British match industr).} 

Some economists favour discriminatory ciiarging on the ground that 
it makes possible some output that would not otherwise be profitable: 
receipts from uniform rates would not cover costs. 1 his, however, is a 
dangerous argument. Gi\en full employment, labour and other 
resources not employed in that enterprise would be employed else¬ 
where. I'hcre arc man>- projects each one of which might pay under 
discriminatory charging, but the more of them arc carried out, the less 
likely is any particular one to pay, since people’s incomes are limited; 
and the choice between such projects is bound to be somewhat arbi¬ 
trary. The simplest course is to charge according to the cost of the 
service. Lower prices can be charged during off-peak periods, in order 
to “spread the load,” and to large consumers, if they can be supplied 
at correspondingly lower costs. But as a rule A should not be charged 
more than B for exactly the same service merely because A can afford 
to pay more. 

Suppose the Government wishes the monopoly to do something 
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which is in the public interest but which will not cover its cost. For 
example, suppose it asks a private railway company to construct a 
branch line for which there is not enough traffic but which is needed for 
strategic purposes. In my opinion, the Government should subsidize 
such a project out of general revenue; if it is in tlie interest of the 
community as a whole, the community as a whole should pay for it. 
I think it would be unhiir to make one particular section, namely the 
other customers of the railway, pay the losses on the branch line in the 
form of higher fares and freight rates on the other lines. One wonders 
whether this principle is followed in the nationalized industries or 
whether, for example, consumers of coal have to pay for mines that 
are subsidized on social grounds, and whether the le\^^ on road hauliers 
to compensate the railways for traffic lost to the roads is in the public 
interest. 

Monopoly, however, is not always inevitable. How can we get rid 
of it? 

The United States, as long ago as 1890, declared monopoly illegid, 
and their Government has brought lawsuits against alleged mono¬ 
polies in order to break them up. This has meant fat fees for the 
lawyers; cases hav’e dragged on year after year. A more effiective and 
cheaper method of direct attack would be to give a body such as 
our Monopolies and Restrict we Practices Commission the power to 
enforce whatever decisions they considered were in the public interest; 
often such decisions might take the form of controlling the prices 
charged by the monopoly and removing barriers to the entry of new¬ 
comers. 

Another, and perhaps more powerful, method of attack would be to 
take away the foundations of monopoly power. A number of mono¬ 
polies are based on patent rights. The State might abolish patent rigiits, 
paying inventors sums of money as rewards for useful inventions, which 
would at once be made available to all. Alternatively, any holder of a 
patent might be compelled to make it available at once to anybody who 
wished to use it, the user paying him a fee (fixed by a Commission; 
for the privilege. This system, known as “licence of right,” exists now, 
but could be extended. 

The State could declare that agreements to maintain prices are 
illegal and subject to penalties. 

“The tariff,” they used to say in the United States “is the mother 
of Trusts.” Import duties protect national firms against competition 
from other countries, and thus make it easier for them to combine 
together in order to charge monopolistic prices. Most other “controls” 
have a similar effect. If raw materials are allocated, the firms that get 
the allocations are favoured and are safeguarded against competition 
from potential new-comers in their field. If licences are refused for 
certain undertakings, this protects those that arc already established. 
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Protection, controls, and monopoly tend to go together. If the first 
two are deemed necessary on broad grounds of national policy, one 
consequence is likely to be more monopoly than we should have 
without them. The best safeguard against monopoly is to keep the 
gates wide open for new entrants, new methods, and new ideas, and 
not to use the power of the State to protect established firms against 
competition. 



CHAPTER XXIII 


UNEMPLOYMENT AND THE TRADE CYCLE 
1 . Types of Unemployment 

The mass unemployment which has taken place from time to time 
under capitalism, and which it is claimed, and rightly claimed, would 
be abolished by complete central planning, is the unemployment due 
to general depressions of trade. But even in normal times, for that 
matter even during periods of boom, there is always some unemploy¬ 
ment. This section reviews briefly the various types of uncmplo)'ment 
that are not directly connected with the trade cycle. 

Every country has some unemployables, whose cflicicncy is so low 
that they cannot keep any job for long, and fall back upon public or 
private charity. But their numbers are relatively small. 

Again, some workers, whilst not unemployable, are much below the 
average in efficiency. They are slow workers; if employed on picce- 
rates they earn substantially less than their fellows. Their slowness 
may be due to some physical or mental disability. I’hey can keep jobs 
at relatively low wages, corresponding to their low productivity. But 
if a general minimum wage is fixed by law, they will often be out of 
work, for they will not be worth the minimum wage. 

Social security measures, including public assistance, may create 
some unemployment. Most people, for the sake of their own pride, 
would rather work than live on public charity. But a minority may be 
without pride, or may have had their spirit broken by a long spell out 
of work. If they can get nearly as much in benefits as they could earn 
by working, they may not make any great effort to find another job, 
especially if the new job would be in a different district. 

A trade union which succeeds in raising the wages of workers in a 
particular industry, other wages remaining more or less where tliey 
were, may thereby reduce employment in that industry. If firms in that 
industry are making abnormally high profits, the increase in wages may 
be met merely by reducing profits to the normal rate of return on capital. 
In that event, no workers need be dismissed. But suppose that profits 
in that industry are at about the normal level. What will happen? 

In the most favourable circumstances, the increased wages will be 
passed on to consumers in the form of higher prices. But there will be 
some unemployment, for consumers will buy less—how much less 
depends on the elasticity of demand for these products. 

318 
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If circumstances are unfavourable, it may not be possible to pass 
on the increased wages in the form of higher prices. The industry 
may be producing mainly for export, or its products may be in close 
competition with similar imports, and any appreciable rise in its prices 
might drastically reduce its sales. In these circumstances a number of 
firms may have to close down. Some may carry on, but as time goes 
on new investment will avoid this industry, where profits are low or 
non-existent, and the amount of employment in it will continue to fall. 
It may be that labour-saving devices that were not worth using when 
wages were at their old level will be introduced now that wages have 
increased; and they will reduce employment still further. 

Some industries employ “casual labour” which is needed only 
intermittently. For example, a contracting firm seldom manages to 
secure a steady stream of contracts, which would enable it to give 
continuous employment to a fixed number of workers. When it has a 
lot to do, it takes on extra workers, and when it has less to do it dis¬ 
misses them. They may soon be able to find work with other con¬ 
tracting firms, but if the total demand for contracting, or even the 
demand in their district, has fallen off, they may be out of work for 
some time. 

Dockers arc in a similar situation. A small port needs a good deal 
of dock labour when there are several ships to be loaded or unloaded, 
but when there are no ships, it needs none at all. In some places, this 
situation is met by drawing on the services of smallholders, fishermen, 
hawkers, and others ^'paying them attractive hourly or daily rates) 
when the demand for dock labour is heavy. In London and some other 
large ports it is met by keeping a list of dockers and sharing the work 
among them by employing them in rotation. This means that when 
the demand is slack a considerable number of dockers will not be 
working unless they c an find some other occupation which they can 
dovetail with their intermittent employment at the docks. 

In some occupations, such as building and fishing, men may be out 
of work from time to time owing to bad weather. Further, many 
industries are subject to considerable seasonal fluctuations so that some 
men attached to them are unemployed during slack times unless they 
can find temporary jobs elsewhere. 

Some economists call the type of unemployment that I hav^c just 
been discussing friciional unemployment. It is temporary unemployanent 
due to temporary changes in demand or in circumstances such as the 
weather. I turn now to what is sometimes called structural unemployment. 
This is more of a long-term phenomenon. 

As time goes on, there is a permanent fall in the demand for certain 
products. This may be due to a change in tastes; for example, in 
Great Britain fewer hats are worn than before the war, and only about 
half as many hats are bought. New substitutes, cheaper to produce or 
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more attractive to consumers, may be discovered; the nitrate mines of 
Chile were hit hard by synthetic fertilizers, cinchona by drugs such as 
paludrinc, and the natural silk industry by rayon and nylon. An 
export industry of a particular country may suffer because other 
countries restrict their imports of its products or because rival exporting 
countries, through greater efficiency, can undersell them in the world’s 
markets. For example, exports of British cotton textiles have been 
trending downwards since the first world war. Before 1914, about 
7,000 million yards a year were exported. Then India and other 
countries began to produce more cotton goods for themselves; there 
was also keener competition from other exporting countries, notably 
Japan. The export of British cotton textiles fell to 3,700 million yards 
in 1929 and to 1,700 million yards in 1952. 

Clearly such a downward trend in the demand for the products of 
an industry means that it can provide less employment than before; 
the British cotton industry employed 646,000 workers in 1911 and 
employs only 286,000 today. How far such “structurar* changes mean 
a general increase in unemployment is a question of mobility, of how 
rapidly workers no longer needed in tlie contracting industries can 
find jobs elsewhere. 

Another type of structural change is a radical change in the methods 
of production of an industry, which enables fewer workers to prodin c 
the same output. For example, higher-yielding varieties of crops may 
be planted, or more labour-saving devices may be used. Let us con¬ 
sider the mechanization of an industry. 

If mechanization is introduced to take advantage of cost-reducing 
inventions or of a fall in the rate of interest (and not merely as a 
counter-measure to higher wages in that particular industry’), the 
prices of the products are likely to fall. If the demand for them is 
sufficiently elastic, at least as many workers as before may continue to 
be employed. For example, the mechanization of the motor-car indus¬ 
try’ over the past thirty or forty years has greatly reduced the number 
of men required to produce a car, yet employment in the industry has 
continuously expanded. The arithmetic is simple. If only half as many 
men as before are needed to produce the same output, sales must 
double to maintain the present volume of employment; if three-quarters 
as many men are needed, sales must expand by a third; and so on. 

In most cases, however, employment will probably be reduced, at 
any rate for a time, in the industry that adopts the new methods. Then 
the question of mobility arises: how rapidly can the workers no longer 
needed in that industry find other jobs elsewhere? 

The view that mechanization must diminish total employment is 
based on the belief that there is only a fixed amount of work to go 
round, so that if machines do more of the work, there is less to be done 
by human beings. This is quite wrong. While so many wants remain 
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unsatisfied, while there is so much scope for raising standards c>f living, 
there is plenty of work to be done by both men and machines. The 
problem is not to make more work, or to spread the work over more 
workers. On the contrary, the problem is to sav^e work, by enabling 
each worker to produce more than before and thereby contribute more 
towards the needs and wants of mankind. 

The industrial revolution, which is still going on, is a gigantic process 
of substituting machinery and other capital goods for labour. Yet 
continuous mechanization has been accompanied, except during 
general depre.ssions of trade, by a parallel growth in employment. 
Today the industries of Great Britain, the United States, and other 
countries are more fully mechanized than ever before, yet unemploy¬ 
ment is vcT)^ low, much less than before a good deal of this mechani¬ 
zation took place. 

The same “fixed amount of employment” fallacy underlies the view 
that if women enter certain fields of employment they will throw men 
f>ut of work, and the view that immigrants take away jobs from local 
workers. The short answer to such views is to look at the figures. More 
employment by women has been accompanied by more employment 
for men, and not by any increase in male unemployment; in the same 
way, more emplo\Tnent by immigrants has not resulted in any in¬ 
creased unemployment of local labour. 

What is true, however, is that a sudden and large structural change, 
such as mechanization, may cause some dislocation and unemployment 
for a while. The way^ to keep such disturbances to a minimum is to 
promote the mobility of labour. 

In this section, I have distinguished various types of unemployment. 
But of course any^ particular worker may be out of work owing to a 
combination of reasons. For example, he may^ be well below the average 
in efficiency; his industr)” may be contracting; he may be reluctant to 
move to another district. 

Far more important than all these types of unemployment is the 
hea\y unemployment accompanying general depressions of trade. 
Moreover, at such periods unemployment due primarily to other 
reasons tends to be magnified. It is more difficult to get another job 
when times are bad. It seems futile, when unemployment is wide¬ 
spread, to seek work elsewhere, and mobility is therefore less than 
during good times. 

I turn, therefore, to the alternation of boom and slump, prosperity 
and depression, which is known as the trade cycle. 


2. The Trade Cycle 

The trade cycle, or business cycle, is a period of prosperity followed by 
a period of depression. If we include the two periods of transition, it 
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has four phases. First, there is the upturn, the recovery from a depres¬ 
sion. This merges, sooner or later, into the second phase of prosperity 
or boom. The third phase is the downturn, a contraction of economic 
activity leading to the fourth phase, a period of depression or slump. 

Some writers have tried to show that in the past a trade cycle has 
always lasted for about the same length of time (ten years, for example), 
from trough to trough or peak to peak. They have not succeeded. 
Statistics for earlier times are not suiliciently full or reliable, and even 
if they were, it is very doubtful whether they would show anything like 
the same length of life for ev’^ery trade cycle. Nor can we make any 
predictions, based on past experience, about the date of the next 
world-wide depression. Some economists, looking apprehensively at 
the high level of economic activity which has prevailed in the United 
States since 1940, have been predicting it ever since about 1947. It has 
not come yet (1954), and it may not come for several years; indeed there 
is a possibility that it may never come, or may be stifled at birth. 

Each trade cycle in the past has had special features of its own. 
The Great Depression of 1929-33 was far more severe, and was accom¬ 
panied by far heavier unemployment, than ever before. The next 
depression, partly because we now know better how to deal with it, 
may be much milder and shorter. 

The trade cycle consists of fluctuations in the general level of 
economic activity. Any particular industry will have its ups and downs, 
due to changes in supply and demand aflecting only its own products, 
but a general boom or a general slump affects all industries. Unless 
any special influences affecting the fortunes of a particular industry are 
very strong, they are likely to be swamped by the more powerful 
influence of the trade cycle. 

The trade cycle is international. Only the central planning coun¬ 
tries, Russia and her satellites, are immune, for in them the volume of 
output depends, as in a prison, on the orders of those in power, and not 
on the market. A country may depend largely on one product, as 
Australia on wool or Egypt on cotton, and the prosperity of the 
country will therefore reflect changes affecting that product. For 
example, Australia will suffer if she has a drought and consequently 
a low wool clip. But the general upswings and downswings in demand, 
which are part of the trade cycle, will affect the prices of such products, 
and such countries usually share in general booms and depressions just 
as much as other countries which have a wider range of staple products. 

It is because the trade cycle is international that the West keep such 
a watchful eye upon the economy of the United States. Although the 
imports of the United States are equal to only about 5 per cent of her 
own output, they form an important part of world trade. If the United 
States should have an internal slump, she would buy less from overseas, 
and this would spread her depression, as in 1929, to other countries. 
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In most western countries, the general trend of real income per head 
has been upwards for several generations, and continues to be upwards. 
The trade cycle has been superimposed upon this secular upward 
trend. Thus an unemployed worker in Great Britain during the Great 
Depression probably had a higher standard of living (on to ;^3 a 
week, if he had children, from the “dole”) than an unskilled worker 
(on less than £1 a week) before 1914. In some countries, such as India, 
the secular trend of real income per head may be slightly downward 
(owing to overpopulation) and a period of “prosperity” may merely 
keep standards of living from falling. 

The chief characteristic of a depression is unemployment. Because 
labour and other resources are unemployed, the volume of output and 
the volume of consumption are lower than during the preceding (and 
following) period of prosperity. 

The volume of transactions is less, and the amount of money spent 
is less. More money is spent during a boom; possibly more money is 
brought into existence, but in any event the av^ailable money circulates 
more rapidly than during a depression. 

As a rule, therefore, the prices of commodities have risen during 
periods of boom and have fallen during periods of slump. The United 
States boom of 1925-29 was an exception. The general level of 
commodity prices remained stal)le; this was due largely to the 
marked increase in output resulting from technical progress and 
additional real capital. Other prices, however, went up. Wages 
increased and rents increased. The prices of assets rose very con¬ 
siderably, for their earning power had increased and was expected to 
increase further; this was reflected in a very marked upward movement 
in the prices of shares on the Stock Exchange. 

The depression of 1929- 33 was no exception, however, to the 
general rule that prices fall during a depression. The prices of agri¬ 
cultural commodities fell most, some to less than half or less than a 
third of their former levels. This was because small farmers were their 
ow'n employers and maintained their output; they sulTcred heavy 
reductions in income, but tiiey were not unemployed. Manufactured 
commodities fell less in price, but their output fell by a third, and this 
meant heavy unemployment among the workers engaged in those 
industries. 

The great evil of the trade cycle is unemplovTnent. Tlie dread of 
unemployment constantly haunts even those workers who manage to 
keep their jobs. Yet if we look only at real incomes, wage-earners as a 
whole suffer less during a depression than is often supposed. For prices 
fall, and therefore their cost of living falls, while trade unions succeed 
in preventing any very drastic reductions in wages. Hence those 
workers, the great majority, who keep their jobs can buy more wdth 
their wages (despite the lack of any overtime earnings) than during a 
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period of “prosperity.” The total real income (including social security 
payments) of British workers as a whole was greater (owing mainly to 
the hcav)^ fall in the prices of imported food) during the Great De¬ 
pression than it had ever been before. 

Ill terms of income, “prosperity” and “depression” affect mainly 
profits. During a boom, the general level of profits is high. During 
a slump, there are losses and bankruptcies, and the general level of 
profits is low. (The farmer working on his own account receives an 
income of the nature of profits.) 

The industries in which output and employment rise most during a 
period of expansion and fall most during a depression, are those pro¬ 
ducing durable goods, such as buildings, plant and equipment, ships, 
motor-cars, refrigerators, and furniture. 'Fhe output of materials sold 
mainly to those industries—for example, iron and steel products, 
timber, cememt, rubber—fluctuates in the same way. The output of 
consumers’ goods also rises in booms and falls in slumps, but to a much 
smaller extent. Thus in the United States at the bottom of the Great 
Depression—in the first few months of 1933—their output was only 
15 per cent below its 1929 peak, whereas the outjjut of durable goods 
was only a third of its 1929 peak level. 

This is the key to the trade cycle. A boom is a period of relati\’ely 
lieiivy investment—because prospects of profits are good. A depression 
is a period of relatively little investment — because prospects of profits 
are poor. 


3 . Fluctuations in Investment 

Hic fluctuations in output and employment which constiuilc tlic trade 
cycle are mainly fluctuations in the investment industries. The 
investment industries include building and construction, iron and steel, 
engineering, shipbuilding, and the industries supplying them with 
raw materials. 

Investment was defined in Chapter IV. An individual thinks of 
himself as investing when he buys stocks or shares or real estate. 
But this merely transfers the ownership of existing assets. From the 
standpoint of the community, investment means adding to the physical 
assets of the community: improving its land (for example, by irrigation 
projects or by opening up new mines); constructing or improving roads 
and railways, ports and harbours, and airports; putting up more 
buildings; adding to its plant and machinery; increasing its stocks of 
goods. 

In a “closed” community (that is to say, in an isolated country 
which has no economic transactions with other countries, or in the 
world as a whole), gross investment would correspond closely with the 
output of the investment industries, including those making durable 
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consumers’ goods such as motor-cars, refrigerators, and furniture. 
But foreign trade upsets this for any particular country. For example, 
Great Britain exports engineering products. An increase in her output 
of engineering products docs not necessarily mean increased investment 
in Great Britain. I'hey may be exchanged against imported foodstuffs 
for her current consumption; the investment would then take place in 
the countries exporting the foodstuffs and importing the engineering 
products. This example illustrates the international aspect of the trade 
cycle: a depression in the food-producing countries would soon be 
transmitted to Great Britain and other countries exporting capital 
goods through a decline in the demand for their exports. 

Every period of boom has been marked ])y relatively heav^ invest¬ 
ment. T’he building of railways, the development of the gold-field of 
the Rand, the construction of plant and equipment to supply electric 
power, are illustrations of new developments involving hea\y invest¬ 
ment. The British recovery, from 1933 onwards, from the Great 
Depression was associated with a large expansion in house-building. 
The boom of 1950-51 was due to the fear that the Korean war would 
spread; it took the fonn of rearmament and public and private stock- 
piling. 

W'ars are usually periods of full emplo)Tncnt, when economic 
activity is stretched to its utmost. Much investment takes place hi 
constructing the plant and eciuipment and other assets needed to make 
armaments of all kinds. From the standpoint of human welfare, a war 
is a disaster. Labour and resources that might have been used to raise 
standards of living are employed instead to deal out death and destruc¬ 
tion. But from the standpoint of economic analysis, a war is a period 
of heavy investment, high output, and full employment. 

Nowadays there is a good deal of public investment, in peace-time 
as well as in war-time. Governments and other public autliorities 
carry out various development projects. Governments have rearma¬ 
ment programmes. Where some industries are nationalized, as in 
Great Britain, the modernization and expansion of those industries 
is carried out by public authorities. 

An increase in public investment may stimulate private inv^estment. 
especially in under-developed countries ; for example, by providing 
more basic services such as transport and electric power. Or it may do 
the opposite; I will return to this point later. The question I will now’ 
try to answer is why such marked fluctuations take place in private 
investment. 

The incentive to priv^ate investment is the prospect of profit. An 
entrepreneur constructs, let us say, a factory for making television sets 
because he expects that he will be able to sell enough television sets at 
a price that will give him a satisfactory return on his investment. It 
is the expected amount of spending on the final products that gov^erns 



326 WORKING OF THE PRICE SYSTEM UNDER CAPITALISM 

the amount that entrepreneurs decide to invest. This is one of the 
main points emphasized by Keynes. An adequate volume of spending 
on consumption is essential for full employment. 

What about costs? Profits are the excess of receipts over costs. 
The entrepreneur must anticipate adequate receipts, but he must also 
expect that his costs per unit will be less than the price per unit. This 
proposition, however, is not as simple as it appears. 

Entrepreneurs often borrow in order to cany out their investment. 
The interest which they have to pay on their loans is a cost. Other 
things being equal, a low rate of interest will stimulate investment and 
a high rate of interest will discourage it. But the influence of the rate 
of interest on the volume of investment is often far less than that of 
the expected volume of sales. 

Wages are costs. If an entrepreneur is producing for export, he can 
make a profit, and it will pay him to invest and expand, only if wages 
are low enough for him to compete successfully in the world’s markets. 
But wages are also income, which the wage-earners spend on buying 
consumers’ goods. In a closed community, a general reduction in 
wages is not only a reduction in costs. It is also a reduction in total 
spending, and therefore in total receipts. During a boom there are 
usually general increases in wages, but the boom continues, at any 
rate for some time, for the higher wages mean greater receipts—more 
sales and higher prices—as well as higher costs. In the same way, a 
general reduction of wages during a depression may not stimulate 
recover)’’, for it means a further reduction in total spending. 

Why, then, does a Ijoom come to an end? Why does investment fall 
off instead of continuing indefinitely at a high level? 

This is a difiicult and controversial question. Once the rot sets in, 
it is easy to understand how it spreads. If some important firms go 
bankrupt, or ].>erliaps if they merely make losses without going bank¬ 
rupt, all entre}:)rencurs will become more pessimistic and more hesitant 
about making further investments. If a number of workers are thrown 
out of employment, the total volume of spending falls, and therefore 
unemployment spreads; investment that would have yielded an 
adequate profit under full employment no longer does so. But what 
starts the rot in the first place? As I have just pointed out, rising wages 
and therefore rising costs are not a complete explanation, since higher 
wages imply a larger volume of spending. 

One possible explanation is that investment opportunities become 
exhausted. It is said that in countries such as the United States and 
Great Britain which, in contrast to under-developed countries, have 
reached “economic maturity,” the amount of investment opportunities 
is limited: once the economic system has had a good dose of investment 
it must digest it, like a boa-constrictor, before it can absorb any more. 
This view was at one time widely accepted as an explanation of why 
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heavy unemployment persisted in the United States throughout the 
1930s. Little is heard of it nowadays. The continued maintenance of 
a high level of investment, and of output and employment, in the 
United States and Great Britain since the war has robbed it of its 
plausibility. In my opinion, it is quite wrong. There are almost 
unlimited opportunities for investment. A large number of industries 
could be modernized, communications could be improved, many more 
houses could be built, and so on. Provided that investment does not 
absorb so much labour and other resources that the output of consumers’ 
goods (or of exports to procure them from abroad) is unduly reduced, 
a high level of investment could continue indefinitely without running 
into any shortage of investment opportunities. 

It is true, however, that investment opportunities in any particular 
held may become exhausted for the time being. When a number of 
entrepreneurs have put up factories to make television sets, there may 
not be room for any more. If still more are put up, some or all of the 
entrepreneurs in that industry may make losses. 

Over-investment in a particular held is especially likely when the 
maintenance of the demand for its products depends on a continually 
increasing demand for the goods which they help to produce. This is 
known as the acceleration principle. 

Suppose, for example, that machines to make shoes last about ten 
years. If the demand for shoes remains constant, so will the demand 
for these machines. About a tenth of the number in existence will be 
needed each year for replacements. Xow' suppose that this year the 
demand for shoes increases by 10 per cent and that in consequence the 
stock of machines is increased by 10 per cent. The output of machines 
this year is double what it has been: it is 20 per cent, instead of 10 per 
cent, of the existing stock—10 per cent, as usual, for replacements, 
plus 10 per cent for additional machines. But next year the demand 
for machines will revert to its old level unless the demand for shoes 
increases again; in order to support a continuance of this year’s output 
of machines the demand for shoes must increase by a further 10 per 
cent. If it does not incrCiife, then manufacturers of shoe machines 
( and of ecjuipment and materials for making shoe machines) who had 
expected that the demand for their products would remain at a 
substantially higher lev^el than before will be disappointed and may 
make losses. 

To take another example, suppose that the Government embarks on 
a rearmament programme and places orders, covering several years, 
with armament firms. The latter in turn will order new buildings and 
plant to expand their capacity. But once they have obtained the new 
buildings and plant, they will not need any more unless the Govern¬ 
ment increases its programme. The firms that provide the new buildings 
and plant will have received increased orders which are not renewed. 



328 WORKING OF THE PRICE SYSTEM UNDER CAPITALISM 

The acceleration principle, therefore, shows that a lasting increase 
in the demand for consumers’ goods is not sufficient to maintain the 
increased demand for capital goods to which it gives rise. To achieve 
this latter object, the demand for the consumers’ goods must not 
merely continue at its new and higher level; it must go on increasing; 
it must accelerate. 

Losses due to o\'er-investment in particular fields usually discourage 
new investment in other fields also. This is largely because labour is 
not sufficiently mobile. If the workers unemployed in one industry 
could be absorbed at once in other industries, the total volume of 
spending would not fall off, and the total amount of investment could 
be maintained continuously at a fairly high lev^el despite losses from 
time to time in particular fields. 

Another way in which a boom may come to an end is by developing 
into a marked and growing inflation, leading to a crisis due to loss of 
confidence in the currency. 

During the recovery from a depression there will be a considerable 
number of unemployed. As these are gradually absorbed into employ¬ 
ment, expansion can take place simultaneously in both the investment 
industries and the consumption industries. Suppose that full employ¬ 
ment is reached with, say, 20 per cent of the labour force in the 
investment industries. A further expansion of investment would in¬ 
volve transferring workers to the investment industries. For the time 
being, the output of consumers’ goods would fall, and their prices 
would rise. As more and more labour w^as transferred to the investment 
industries, the shortage of consumers’ goods w'ould become more and 
more marked, and their prices would continue to rise. I'here would 
be growing inflation. 

Under a central planning dictatorship, it is possible to maintain a 
very high level of investment by depressing standards of living. Con¬ 
sumers are powerless to protest; \vorkers have to accept falling real 
wages without going on strike. Soviet Russia, during the first two 
five-year plans, achieved a level of investment equal to perhaps 25 per 
cent of her national income. She produced power stations, dams, 
armament factories, and so forth, instead of food, clothing, and house- 
room; and millions died of starvation. But in a free society such a state 
of affairs cannot continue for long. Workers will insist that their 
wages vary', from day to day, with the cost of living, and people will 
refuse to lend money except at very' high rates of interest, for the\ 
reali'ze that when their money is repaid it will buy less. Hence the 
inflationary boom, which gave large profits to entrepreneurs who 
borrowed money to produce goods for sale on a rising market, will 
come to an end. Entrepreneurs, each acting independently, have been 
trying between them to carry' out more investment than the community 
can stand. The conseciuent rise in w'ages and interest rates puts an end 
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to inflationary profits due to selling prices rising faster than costs; there 
are losses and a drastic fall in investment. 

The reader may find this subject quite unfamiliar to him, for there 
has been no runaway inflation in Great Britain (although there have 
been several on the Continent and elsewhere, e.g. China) during recent 
times. This is because the Government has always checked it in time. 
In practice, a boom is often brought to an end by Government action. 
T he Government decides to put the brake on, mainly by restricting 
credit, because it fears that otherwise there will be a serious slump in 
one or two years time; it prefers a mild recession now. 

A third way (apart from such preventive action by the Government^ 
in which a boom may come to an end is by people trying to save more. 
This is explained in the following section, which discusses the Keynes 
the(jr)*. 


4. Sa\ing and Investment: The Keynes Theory 

Keynes, assuming for simplicity a closed economy, defines Saving and 
Investment so that they are necessarily equal to one another. That is 
to say, if wc look back at what has happened during any period, how¬ 
ever short, these two aggregates must have been the same for the 
community as a whole, although for any individual the amount he has 
sa\ ed may be quite diflcrent from the amount he has invested. Saving 
is income less expenditure on consumers’ goods; investment is output 
less output of consumers’ goods; and national income is the same thing 
as national ruitput. Hence saving and investment are merely two 
(iill'erent names for the same thing, namely the increase in the physical 
assets of the community. 

But decisions to sa\'e and decisions to invest are taken largely by 
dilTcrcnt pcojdc and for different reasons. For example, individuals 
save to provide for their children or for their old age, and the amount 
which they decide to save out of a given income is fairly stable. Entre¬ 
preneurs invest, by ordering capital goods, such as buildings, plant, 
and machineiy, to be constructed, in the hope of making a profit. To 
a considerable extent, they pay for these capital goods by borrowing 
from the puldic or from the banks, and not out of their own savings. 
'The prospects of profit, and therefore the amount of private invest¬ 
ment, fluctuate greatly from time to time. How, then, is equality 
brought about between total saving and total investment? 

Not, Keynes points out, through the rate of interest. The amount 
that individuals (and companies) are able to save depends on the size 
of their incomes. A man with a low income has little or no margin for 
saving; the bigger his income, the bigger the proportion of it that he 
is likely to save. The amount that entrepreneurs decide to invest 
depends mainly on the expected total volume of spending. Equality 
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between saving and investment is maintained not by changes in the 
rate of interest, but by changes in the size of the national income. 

Here the governing force, in practice, is the amount of investment. 
If the amount of investment is large enough, there is full employment, 
the national income is large, and the amount of saving is large—equal, 
as always, to the amount of investment. If the amount of investment 
is small, there is unemployment, the national income is small, and so 
is the amount of saving. 

Suppose that investment revives after a period of depression and 
unemployment. More workers are employed in the investment indus¬ 
tries. They spend more than before on consumers’ goods. This 
increases employment in the consumers’ goods industries and induces 
entrepreneurs in those industries to carry bigger stocks of goods and 
perhaps to order new buildings, plant and equipment, vans and 
lorries, and other capital goods. Hence the process of recovery' is 
cumulative. As more and more workers are reabsorbed into employ¬ 
ment, the total volume of spending continues to increase, and invest¬ 
ment continues to grow. The consequent expansion of the national 
income results in an increase in saving, simultaneous with and equal 
to the increase in investment that is responsible for the expansion. 

Conversely, a falling-olf in investment has a similar cumulative 
effect in reducing employment, total spending, national income, and 
consequently saving. 

A reasonably close correlation between fluctuations in (net) invest¬ 
ment and fluctuations in national income is shown l>y the following 
estimates^ for the United States— 



(Net) 

Investment 

SOOOin. 

1 

1 National Income 
SOOOm. 

1929 

11-3 

87-6 

1930 

64 

76 0 

1931 

1 30 

1 59-6 

1932 

-2-2 

1 42-8 

1933 

-2*2 

41-9 

1934 

08 1 

501 

1935 

2-8 

570 

1936 

5-7 

66-9 

1937 

60 

72-6 

1938 

4'3 

661 

1939 i 

6-9 

720 

1940 

9-2 

79-8 

1941 

13-7 

991 


^ From “National Income, Output and Expenditure of U.S.A., 1929-41,” by R. 
Stone, Economic Journa/, June-September, 1942. 
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The Multiplier states how many times a change in the amount of 
investment is magnified by the consequent change in the amount of 
the national income. For example, if the multiplier is 3, this means 
that an increase of j(^l million in the amount of investment will lead 
to an increase of £3 million in the national income. 

The size of the multiplier reflects the proportion of additional income 
that people spend. If they spend two-thirds, and save one-third, their 
marginal propensity to consume is two-thirds and their marginal propensity 
to save is one-third. It is spending, not saving, that creates employment 
and income. The recipients of the additional JTX million spend two- 
thirds of it; the recipients of the million spend two-thirds of that; 
and so on. The consequent increase in national income is 1 +f +1 
and so on, adding up to ?>{£ million). The multiplier is 3 - the reci¬ 
procal of the marginal prospensity to save. 

I’he reader may remember that I said there was a third way in 
which a boom might come to an end: people might try to save more. 
Suppose that the total volume of spending on consumers’ goods is 
million a week and that people try to save ;(^10 million a week more 
than before. The immediate effect is that they spend only million 
a week. Those supplying consumers’ goods, and materials for them, 
will sell less, a tenth less, than they had expected. Some of these firms 
will make losses and perhaps have to close down. In any event, 
workers will be dismissed, and consequently the total volume of spend¬ 
ing will fall further, d'his will reduce the amount of investment by 
reducing the prospects of profit. A cumulative downward movement 
will set in. The community will not in fact save million a week 
more. Many people will not be able to save as much as before, because 
their incomes are lower. The actual ..mount of saving will be less than 
before; it will be ccpial to the (reduced) amount of investment, and this 
equality will be brought about by the fall in the national income. 

Ill is hypothetical example shows that changes in the total volume of 
spending on consumers’ goods may have the same cumulative and 
magnified effect—cither upward or downward—on the size of the 
national income as changes in the amount of the investment. But 
in practice it is usually the latter which plays the active and governing 
role, for private investment tends to fluctuate greatly from time to 
time, whereas saving habits are fairly stable. 

It would be quite wTong to conclude from Keynes’s theory that the 
saver is the enemy of society and that thrift should be discouraged. 
On the contrary, most countries desperately need more capital in order 
to increase their output and raise their standards of living, and the 
only way they can get it without inflation or help from other countries 
is by increasing their own savings. The right conclusion to draw from 
Keynes’s theory is that it is the duty of the Government to see that an 
increased willingness to save is matched by an increase in investment, 
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SO that people's attempts to save more do not run to waste in un¬ 
employment and falling incomes. 

What happens if investment increases after full employment has 
been reached? There is no longer any scope for expanding the national 
output further by reabsorbing unemployed workers into industry and 
trade. I'he money national income increases, but the real national 
income does not; prices rise; there is inflation. 

ITe increased investment, either by private entrepreneurs or by 
public authorities, may be financed by an expansion of bank credit, 
d’he additional money, not matched by a corresponding increase in 
output, raises prices. Entrepreneurs have to pay higher wages to 
attract workers from their present jobs into the new investment pro¬ 
jects; the cost of living rises; other workers demand increases in their 
wages to keep pace with tiic rise in the cost of living. Saving, as defined 
by Keynes, must always equal investment. Investment has increased. 
But the corresponding increase in saving does not come from voluntary 
saving. It comes irom forced saving. All those whose incomes are more 
or less fixed find that they can now buy less, because prices have risen, 
rhey are therefore forced to reduce their consumption. This is forced 
saving, saving forced on the community as a whole at the expense of 
those on fixed incomes, who do not themselves acquire any extra 
assets (the extra assets belong to the entrepreneurs), but are compelled 
to consume less than before. The great danger of a full-employment 
policy which aims at maintaining the volume of employment by keep¬ 
ing up the volume of spending (on both consumers’ g()f)ds and invest¬ 
ment goods) is that it may easily go too far and result in inflation. 

The foregoing brief summary of Keynes’s views is far f rom com})lete. 
But enough has been said to show how a central planning dictatorship 
can avoid the slumps and consequent uncmplo^mient to which a free- 
enterprise society is liable. Under such a dictat(jrship, the amount of 
investment is planned from the centre and does not fluctuate with 
prospects of profit. Decisions to invest and decisions to save are one 
and the same decisions. For example, a decision to construct a new 
power-station is at the same time a decision to divert workers and 
materials to that project and away from industries producing goods and 
services for current consumption. So long as workers can be ordered 
to go where the planning authority needs them, so long as consumers 
(including workers) can be compelled to reduce their consumption to 
whatever level is necessary to set free the labour and other resources 
needed for investment, there need be no significant unemployment. 


5 . Public Policy and Unemployment 

Some unemployment arises, as we have seen, from causes not directly 
associated with general depressions of trade. Unemployment in Great 
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Britain after the slump of 1921 until the slump of 1929 averaged about 
a million, and from the upswing of 1933 until the outbreak of war about 
a million and a half. Most of this was due to structural changes; the 
demand for staple British exports—coal, iron and steel, heavy engin¬ 
eering products, cotton textiles, ships,—had declined. (After the war 
there was a shortage of coal and capital goods, and these industries (ex¬ 
cepting cotton textiles) were short of labour.) The Great Depression of 
1929-33 added rather more than a million to the total of unemployed, 
sending it over 2^ million. 

The general remedy which follows from the Keynes analysis, the 
remedy of increasing the total volume of spending, has not much 
relevance to unemployment that is due to special causes and not to a 
general trade depression. The remedy for unemployment due to 
structural changes is to get workers out of the contracting industries 
and into the expanding industries. The Government can help by such 
measures as training unemployed workers for new jobs, giving suitable 
vocational guidance to children leaving school, organizing the move¬ 
ment of groups to districts where employment is expanding and 
encouraging the building of houses in those districts. The post-war 
system of paying family allowances to all parents, whether they are in 
work or out ol'work, reduces one obsiacle to mobility by widening the 
dill'ercnce between what a man can earn by finding a new job and 
what he receives in benefits if he remains unemployed. If structural 
unemployment is localized in certain areas, which w'orkers are reluctant 
to leave, there may be a case for tiie Government to encourage new 
establishments to be set up in those areas rather than elsew'here; the 
British Ciovcrninent, as we noted in Chapter XXI, Section 5, has 
followed this policy. 

I turn to measures to promote rccoveiy from a general slump. The 
particular measures that will be most efl'ective will depend on the 
circumstances, for each slump lias special features of its own. The 
broad solution, however, is to increase the total volume of spending, 
riie ujxswing may be brought about, leading to a cumulative reco\*eiy 
of emplo>anenl and output, by increased spending cither on investment 
or on consumption, but as a rule it will be investment that most needs 
stimulating, for investment will have fallen off more than consumption, 
and most of the unemployed will be attached to the investment 
industries. 

The chief measures which a Government might take to promote 
spending ate: 

1. Cheap money. 

2. Tax reductions. 

3. Public works. 

4. Purchases of raw materials. 

5. Subsidies to wages. 
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All these measures imply that the Government deliberately incurs a 
budget deficit, spending more than it receives in revenue. If it borrows 
from the public to fill the gap, the assumption is that the lenders would 
not themselves have spent the money either on consumption or on 
investment. Hence the transfer of their money balances to the Govern¬ 
ment makes them active instead of idle. Alternatively, the Government 
may fill the gap with new money. In any event, there will be an 
increase in total spending. 

1. Cheap Money 

This means that the Government reduces the rate of interest by 
increasing the quantity of money. I discuss this subject later, in the 
chapter on Interest. It is difficult in practice to keep the long-term 
rate of interest below about 24 or 3 per cent a year; hence the scope 
for a “cheap money” policy will depend on how high the rate of 
interest was before. 

A reduction in the rate of interest makes it more profitable for entre¬ 
preneurs to borrow in order to invest. But if the trade outlook is 
considered gloomy, and the expected volume of spending low, even a 
substantial reduction in interest rates may not lead to much expansion 
in the amount of investment. 

The recovery that began in 1933 in Great Britain was due largely 
to the boom in house-building, and was stimulated by cheap money. 
People who want to buy a house on the instalment plan can do so more 
cheaply when interest rates arc low; for example, to buy a 1,000 
house over 20 years costs /,'6 13s. 9d. a month when the rate of interest 
is 5 per cent, and only ^'5 6s. lid. when it is 2\ per cent, ('riicse 
figures cover both interest and repayment of the principal.) 

2. Tax Reductions 

Generous income-tax allow^ances on capital expenditure on buildings, 
plant, and machinery^ or on improvements to land—on new investment 
and not on the mere transfer of existing assets—-may stimulate 
investment. 

Social security contributions levied on employers are taxes on 
employment, and could be temporarily reduced or abolished. 

Other taxes that might be temporarily reduced or abolished are 
those that fall on the lower income groups, for they spend nearly all 
their incomes. The abolition of social security contributions by em¬ 
ployees, or purchase-taxes on household goods, or the raising of 
exemption limits and allowances on income-tax, would lead to a 
corresponding increase in spending, whereas a reduction in death 
duties, for example, might be partly wasted in increased saving. 

3. Public Works 

The public may not respond sufficiently to the stimulus of cheap 
money or tax reductions. The Government can make sure that 
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increased spending takes place by itself spending on wages and 
materials to carry out public works such as improvements to roads or 
hacbours or airports, modernization of nationalized industries, new 
schools or hospitals or satellite towns. 

Public works require planning in advance. There should be a 
“shelf” of suitable projects which can be postponed until depression 
threatens. It is desirable to carry out the projects as efficiently and 
cheaply as possible. But even if they prove rather expensive, because 
some of the workers employed on them are unskilled at those tasks, 
they will represent a large net gain to the community if they succeed 
in bringing about a recovery and absorbing unemployed in private 
enterprise as well as in Government public works, owing to the 
cumulative increase in total spending. 

4. Purchases of Raw Materials 

During a slump the demand for most raw materials falls. Their 
prices often fall heavily. The Government could step in and buy 
ccjrisiderablc quantities of them for storage (thus giving their producers 
more money to spend), subsequently selling them when recovery is 
well under way. Such purchases might well be profitable to the 
CJovernment. Clearly, however, it is desirable that the leading 
Cjovernmcnts should agree among themselves on the details of such a 
policy, to be followed by all of them, or should all participate in 
“buffer stock” schemes for various commodities. 

5. Subsidies to Wages 

The Government might give a subsidy to employers who take on 
additional workers. The subsidy would be a proportion of the wages 
paid to the additional workers. It would be reduced, and then with¬ 
drawn, as recovery progressed. 

The subsidy could apply to all employers or could be restricted to 
employment in particular fields (for example, in certain investment 
industries and in improvements to land) approved by the Gov^ernment. 
Care would be needed to guard against fraud, especially by small 
employers who might be tempted to put members of their families on 
their pay rolls without making any fuller use of their services than they 
did before, when they were nominally unpaid. 

The argument for subsidies to wages is that it aims directly at the 
target—namely, fuller employment. It aims at increasing employ¬ 
ment in private enterprise because workers are likely, it is thought, to 
render more efficient and more valuable service in private employ¬ 
ment, doing their normal jobs, than if they are engaged on tasks such 
as digging, or moving earth about, in public works projects. 

All the remedies for a slump have their difficulties and dangers. 

As recovery proceeds, they should be gradually reversed. Interest 
rates should be raised, tax concessions withdrawn, some public works 
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closed down, some raw materials unloaded from stocks on to the 
market, subsidies to wages reduced. Such a reversal is not easy, in 
practice, without checking the recovery^ and bringing about a recessjpn. 
This happened in the United States in 1938. Public expenditure had 
been greatly increased during the slump. By 1937 unemployment, 
although still over 7 million, had been reduced from the 12 million or 
more of 1933, national income was rising, and recovery seemed to be 
well under way. But a reduction in public expenditure led to an 
increase in unemployment and a fall in national income; the upward 
trend was restored by increasing public expenditure again in 1939. 

If entrepreneurs expect the Government to apply these remedies 
when a slump comes, they may defer making investments and perhaps 
dismiss some workers when they think that a slump is likely in the near 
future, in the hope that they will be able to borrow at lower rates of 
interest and to get tax concessions and perhaps subsidies on workers 
re-engaged when it actually comes. Such action will hasten the slump 
and may bring about a slump which otherwise would not have taken 
place. 

The multiplier applies to net additional investment. Increased 
public investment, for example in public works, may be offset to a 
greater or less extent by decreased private investment, and the latter 
may be the consequence of the former. If the policies followed by the 
Government appear ‘‘unsound’’ to business men, create uncertainty 
about the profitability of new private investment, and tend to raise 
costs, the consequence may be that private investment is discouraged. 
This seems to have happened during the “New Deaf’ in the United 
States in the 1930s. The Government incurred large deficits which 
were used partly in rather odd ways, such as paying farmers to produce 
less, and it adopted various measures unfavourable to private enter¬ 
prise, including “payroll taxes” on employers for social security 
purposes, and higher minimum wages. Consequently private invest¬ 
ment fell off. 

The creation of new money to finance increased public expenditure 
may produce inflation long before full employment is attained. For 
the mobility of labour is imperfect. After a time, shortages of v^arious 
types of skilled workers, or a general shortage of labour in particular 
districts, may create “bottle-necks” and hamper further expansion. 
But the increased volume of spending may raise wages and the prices 
of raw materials, thus tending to check private investment. 

Most countries badly need a substantial increase in the amount of 
their voluntary saving. This is the only way, in the long run, by which 
they can increase their capital and thereby their output per worker. 
Yet, in the topsy-turvy economics of slump, saving must be dis¬ 
couraged because investment is .so low. This is very bad propaganda 
for normal times. How can a national savings campaign be successful 
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if during a slump people are told, quite correctly, that they should 
spend freely and that their attempts to save will make the slump worse? 

This point seems to me so important that I am inclined to think 
that the Government should not attempt to discourage private saving, 
even during a severe slump. Instead, it should try to stimulate invest¬ 
ment and should offset private saving by public dis-saving through 
budget deficits. 

Clearly the best policy is to prevent slumps altogether, or at least to 
keep them short and mild, by smoothing out the ups and downs of the 
trade cycle. The greater the debauch, the worse the headache; the 
greater the boom, tue more severe will be the depression which 
follows. 

It is seldom possible for one country^ alone, with a free-enterprise 
economy, to isolate itself from world depressions. If it depends largely 
on exports, it is at the mercy of world forces. In order to abolish the 
trade cycle, all the big countries must maintain a high and stable 
level of employment and avoid substantial reductions in the volume of 
their imports. Should the United States, for example, have another 
severe depression, it would spread to the rest of the world \da a reduc¬ 
tion in her imports. It has been suggested that in such a case the 
country should pay into a fund a sum equal to the reduction in the 
total value of her imports, the money to be used to maintain the 
volume of spending in the countries that export to her. 

l^he way to smooth out the trade cycle is to keep investment at as 
high a level as possible without permitting general over-investment, 
which can continue only under inflation. This might be done by direct 
control. In Great Britain we have the Capital Issues Committee, 
whose approv'al is needed before entrepreneurs can borrow any sub¬ 
stantial sum from the public by floating a new issue of shares or 
debentures. We have also had Government control over the allocation 
of materials such as steel, and licences are needed to put up new 
establishments. A supplementary^ or alternative method is to keep the 
rate of interest high enough to discourage over-investment. This makes 
a cheap money policy more effective when bad times threaten. Direct 
control of investment is discriminatory^ the Gov ernment decides which 
investments are permitted and which are not. Whether this is an 
advantage depends on whether politicians and Gov’ernment officials 
are more competent than entrepreneurs to decide which types of 
investment are in the best interests of the community. 

There may' be a case for stabilizing, within limits, the prices of raw 
materials by setting up buffer stocks which sell when the price rises 
above a certain lev'el and buy w'hen it falls below a lower level. The 
ceiling and floor prices should be fixed realistically', in the light of the 
probable future supply and demand for the commodity, and should 
be varied from time to time when conditions change. 

M 


B.F. 
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Inflation favours borrowers and leads to over-investment. Various 
measures are needed to prevent inflation: one major measure is to 
tax sufficiently heavily to drain off excess spending power. The view 
that the Government budget should be balanced in ever>^ single year 
is not compatible with a policy of smoothing out the trade cycle in 
order to maintain a high and stable level of employment. But while 
Government deficits and reductions in taxation are popular, the 
opposite measures are not. Yet both are needed, the former in good 
times and the latter in bad times, to reduce the swings of the trade 
cycle. If the Government has acquired a surplus during good times, 
confidence in its policy and credit will be maintained when it incurs 
a budget deficit in bad times. If a boom is damped clown by relatively 
high taxation and interest rates, the subsequent depression will be 
milder and shorter; indeed it may never come. 

It needs firmness on the part of Governments to resist demands for 
lower taxes when they are building up a surplus, to keep up interest 
rates although this adds to the charge on the national debt, and to 
oppose producers who want to take advantage of market conditions 
to get as high prices as they can for their raw materials. But if Govern¬ 
ments are courageous enough to follow these unpopular policies during 
a boom, they will save the world from a repetition of the Great 
Depression. 

I conclude with a note on international trade. In the long run, a 
country benefits greatly by international trade. Great Britain, for 
example, could not maintain her 50 million people at anything like 
their present standards of living without a large volume of imports, 
mostly of foodstuffs and raw materials. But during a slump it may 
appear that the correct policy is, as with saving, a topsy-tunw one. 
Money spent on imports does not create any employment at home; it 
is, so to speak, a leak in the multiplier. Would it not he wise, therefore, 
to restrict imports? They could be restricted in various ways. The 
total quantity or value imported of each commodity could he limited. 
Or import duties could be increased. Or the cost of imports c ould be 
raised by reducing the exchange value of the national currency. 

This policy is often resorted to during a slump. In my view, it is 
very far from wise. It creates difficulties, as we have noted, in the 
countries from which the imports come, and thereby tends to intensify 
the slump throughout the world. It is likely to lead, in practice, to 
retaliation. “You keep out our goods; we will keep out yours.” 
Retaliation will hit the export industries. The sensible course is just 
the opposite. The leading countries should get together in a con¬ 
certed effort to maintain the total flow of world trade and thereby 
alleviate the slump. 



CHAPTER XXIV 


THE MERITS AND DEFECTS OF CAPITALISM 
1. Introduction 

A CHAPTER on this subject seems called for at the present stage in order 
to round off the discussion. But anything like a complete appraisal of 
the merits and defects of capitalism is quite out of the question in a 
book such as this, which is meant to be merely an introduction to 
economics. For the issue that confronts us is nothing less than the great 
controversial issue of our time, which may yet land us in the third 
world war. It is the so-called “conflict of ideologies,” the clash be¬ 
tween the ideals and ways of life of the West and those which prevail 
behind the Iron Curtain. 

There would be little purpose in a discussion of whether capitalism 
is in itself a good system or a bad one. I’he practical question is 
whether something better could be put in its place. But when we 
consider what are the possible alternatives, it is clear that the only 
practicable alternative is the totalitarian State. 

A small community, liv'ing on an island or in an isolated district, 
might conceivably practice a primitive form of communism. If they 
were few enough in numbers to meet together frequently in order to 
discuss their problems, they could perhaps dispense with any formal 
Government. They could own their property in common and could 
follow the principle of “from each according to his ability, to each 
according to his need,” 

But when the community is a modern industrialized community, 
running into many millions, it cannot possibly solve its problems by 
group discussions. How can each person know what kind of work he 
should do, what he should produce, and by what methods? Either 
there must be a system based on private property and freedom of 
enterprise, which provides incentives, through the price system, for 
those goods and services to be produced that people want most, and 
for them to be produced in the most efficient way, or else the State 
must give the orders and control all economic activity. 

Those who favour the system of Soviet Russia believe that private 
property in the means of production results inevitably in the exploita¬ 
tion of the masses by the property-owners who make the profits. They 
believe that the only way to ensure that production is directed in 
the interests of the community as a whole, and that the product is 
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distributed fairly among those who produce it, is for the State to 
own all means of production and to direct all economic activity. 

Those who favour freedom of enterprise value the rights and liberties 
of the individual. They want people to be free to express their own 
opinions and to listen to the opinions of others, free to live their lives 
in patterns of their own choosing. They feel that life as it is in Soviet 
Russia or as it is described in George Orwell’s would be quite 
intolerable. 

Although anything like an adequate discussion of these great issues 
is beyond the scope of this book, I shall try to make a few points which 
are relevant, although not conclusive. In order to clear the ground I 
shall assume that it is possible to have a totalitarian State which is not 
a “police State,” that is to say, a State in which everyone is spied upon 
by his neighbours and colleagues, or even by his children, and in which 
the unguarded word or the ill-considered action may lead to imprison¬ 
ment or death. I shall assume that the State may own the means of 
production and direct economic activity without suppressing individual 
freedom of thought and speech and worship. On the other hand, I 
shall assume that under capitalism it is possible to limit the power of 
property-owners to act in ways contrary to the interests of the com¬ 
munity as a whole. These assumptions will enable us to side-step the 
main ideological issues and to concentrate on some economic aspects 
of capitalism versus central economic planning. 

2. Production for Profit and Production for Use 

I may as well begin by discussing the assertion that under capitalism 
production is for profit and not for use. This assertion—it can hardly 
be called an argument—is often considered by opponents of capitalism 
to be a conclusive indictment of that system. Taken literally, the 
antithesis is quite false, for profits are made only by producing or 
selling what people want to use. But there are several dilTerent argu¬ 
ments telescoped or combined into this phrase. I shall try to sort them 
out and to consider them one by one. 

To begin with, profits may be made by cheating or swindling. The 
law tries to prevent all types of fraud. It is an offence to seek to obtain 
money on false pretences. For example, it is illegal to try^ to get the 
public to buy shares in a company by making false statements in the 
prospectus. It is illegal to fail to carry out a contract or to supply 
goods, without proper and agreed compensation to the buyer, that 
are not up to sample or not in accordance with specifications. 

But there are many ways of deluding the public, and the law cannot 
completely protect people from the consequences of their own ignorance 
or folly. For example, some advertisements may be misleading. Claims 
may be made for, say, a patent medicine, which experts consider to be 
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without any foundation whatever. Nevertheless some people may 
benefit, or may think they benefit, from taking it. What can the 
Government do in such a case, beyond making the manufacturers 
state the ingredients on the label? Would it not be an intolerable 
interference with freedom of choice if the Government banned every 
commodity of which its experts did not approve? 

Those who believe in the totalitarian State give little weight to this 
point. The welfare of the community as a whole, they say, is far more 
important than the whims of the individual. If all economic activities 
were carried on by the State, then the State could produce only those 
commodities which it deemed of real benefit, “of use.’’ If there were 
no private enterprise, there would be no private profits, and therefore 
no opportunity for making profits by fraud of any kind. The totali¬ 
tarian State is thus, in their view, clearly superior to a system of 
production for private profit. 

This point merges into the wider question whether people should be 
allowed to have what they want or should be permitted to have only 
what is good for them. Should the consumption of alcohol be prohibited 
on the grounds that it reduces efficiency and that the money would be 
better spent on providing for the needs of the family? Should people 
be prevented from “wasting” their money on betting and gambling, 
lotteries and football pools? Should they be induced—for example, by 
rationing or by taxing some foodstuffs and subsidizing others—to 
change over to a diet that is better for their health and that gives them 
more nutrition for the same money? Should the less scrupulous news¬ 
papers, ready to print anything that will sell however much it may 
harm the national interests or cause distress to individuals, be sup¬ 
pressed? Should trashy and vulgar books and periodicals be pro¬ 
hibited? What about cinematograph films, radio and television 
programmes, plays, that appeal only to the baser passions and desires? 
Should people of bad taste be allowed to build houses that are 
eyesores? 

This general question is doubtless in the minds of those who point 
out that under capitalism production is for profit. The producers do 
not care, most of them, whether what they make is of real benefit or is 
harmful to the minds or bodies of those who buy; their sole concern is 
to give the public what it wants, in order that they can make their 
profits. 

One answer to this line of argument is to point out that the views 
of experts may change radically as time goes on. The dietician of 
today would not recommend the same diet as he would have recom¬ 
mended twenty years ago, and some would say that what is good for 
one person may be bad for another. Some doctors favour the con¬ 
sumption of alcohol, or tobacco, or certain drugs, in moderation. 
Some of our acknowledged masterpieces in the realms of art, literature, 
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and music were condemned by nearly all the critics when they first 
appeared. Who, then, is to judge and decide what is good for us? 

But the more fundamental objection comes from those who believe 
in the freedom of the individual and in his right to “the pursuit of 
happiness” wherever he thinks he can find it, provided always that he 
does not injure his neighbours. If nothing could be produced or 
consumed without the sanction of the State, we might indeed get rid 
of a good deal that the better-educated among us consider harmful or 
vulgar, but we should at the same time make deep inroads into 
personal liberty. If Mr. Smith enjoys filling in football pool coupons 
more than eating spinach, why not let him? The more Calvinistic of 
social reformers would take much of the pleasure and colour out of 
life, leaving it real and earnest, but drab and grim. The gutter Press 
is the price we must pay for freedom of speech and independent criti¬ 
cism; some vulgarity is the price we must pay for leaving the door wide 
open to the development of new forms of creative art. 

There is thus a basic conflict of opinion between the authoritarians 
who want to “improve” (as they think) people’s ways of life and those 
who believe that the individual should have the right to do what he 
pleases, even if it means (in the opinion of some) going to the devil. 
This is a fundamental conflict of values, which far transcends the 
bounds of economic analysis. I mention it only because those who hold 
the former view consider that production for profit—and only for 
profit—is one of the great defects or evils of capitalism. 

Another general point which is implied in contrasting production 
for profit with production for use is that under capitalism it may pay 
to produce luxuries for the rich while the poor go short of bare neces¬ 
sities. This is true. The man with ;^60 a week exercises ten times the 
“pull” on the market, is ten times as important in deciding what shall 
be produced, as the man with a week. 

But this is not a defect of the price mechanism. The price mechanism 
is neutral. It works just as well, in providing for the wants of the buying 
public, whether incomes are very unequal or nearly equal. The 
question is how far the State should go, whether under capitalism or 
under central planning, in reducing inequality at the cost of also 
reducing incentives. Great Britain has already gone a long way; there 
is probably less inequality today in Great Britain than in Soviet Russia, 
although Soviet Russia has abolished incomes from property. The 
profit motive leads producers to produce what will sell, and this 
depends on how spending power is distributed among individuals. 
The more heavily the rich are taxed, the less they have to spend on 
luxuries or on anything. The more the poor are helped, through the 
machinery of public finance, the more it will pay to produce what they 
want. We should not blame the price system for the unequal distri¬ 
bution of wealth, since this can be reduced to whatever extent is 
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thought desirable without impairing in any way the working of the 
price mechanism. In this context, it is not production for profit that is 
the villain of the piece; it is the inequality of wealth. 

At the same time, it would be overstating the case for capitalism to 
suggest that inequality can be reduced to any extent desired without 
thereby reducing the efficiency of capitalism in the sphere of pro¬ 
duction. The more closely we approach the distributive ideal of “to 
each according to his needs/’ the more we are likely to weaken the 
incentives to work, to invest, to take risks, to make innovations. 

Soviet Russia realized, quite early in her story, the need to pay more 
to the man who works harder and to provide adequate inducements 
for relatively scarce skills and qualities. Wherever possible, Soviet 
Russia pays by results; and the inequality of wages and salaries is as 
marked behind the Iron Curtain as in any other country. But she has 
no inequality arising from incomes from property, for she has no 
private incomes from property.^ Under capitalism, inequality in this 
sphere also is necessary in order to provide an incentive for private 
investment; those who succeed may reap large gains while those who 
fail will lose their capital. If taxation is too high, in order to pay for 
the Welfare State, incentives to investment and risk-taking are dimin¬ 
ished. The investor does well, and the State takes the greater part of 
his profits. He does badly, and he gets no compensation. Why should 
he take risks? 

I have referred to this question before, and shall do so again. It is 
one of the most important of our current issues of economic policy. 
Some economists think that the State should not take more than about 
25 per cent of the national income in taxation. This is quite an arbi¬ 
trary figure; there is no scientific basis for it; but in a modern industrial 
country it may be quite near the mark. In Great Britain the State 
takes well over a third of the national income, and many economists 
think that this is too much. However this may be, the dilemma is 
inescapable—somehow a balance must be struck between the desire to 
reduce inequality and the need to preserve both the ability and the 
willingness of free enterprise to maintain an adequate volume of 
investment and to continue the search for better methods and new 
products. In a totalitarian State the dilemma is avoided, for it is the 
State that imposes saving on the community and that itself carries out 
the investment. 


3. Middlemen 

Another common belief is that in a society organized “for profit” 
there is a great deal of waste in the distribution of the goods to 

^ Except that people are permitted, and most workers are forced (by deductions 
from their pay) to buy State loans, which bear interest. 
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consumers. It is thought that selling costs are too high because there are 
too many middlemen, each taking his toll of profit, standing between 
the producer and the consumer. 

It is true that fewer workers (and other resources) would be needed 
to distribute goods if the freedom of choice of consumers were restricted. 
Suppose that some consumers’ goods (shoes, for example), were pro¬ 
duced only by the State, which confined its output to a few standard 
patterns. Consumers would either have to buy one of these patterns or 
to go without shoes. All the effort that now goes in trying to sell one 
brand of shoes against the competition of other brands would be 
dispensed with. There would be no travelling salesmen, no competitive 
advertising, if consumers had to take what they were given. 

Again, consider a restaurant or canteen. If every customer were 
compelled to have the same standard meal, fewer cooks and waiters 
would be needed, and there would be less waste from food left over, 
than if everybody were allowed to choose what he pleased from a long 
menu. 

In the same way, if all shops were Government shops, their numbers 
could be greatly reduced. Customers would find this less convenient. 
They would have to go further to get to the nearest shop. But fewer 
workers (and other resources) would be needed in retail trade. 

During the war. Great Britain considerably reduced the number of 
workers (and other resources) engaged in retail trade, at the cost of 
greater inconvenience to consumers, in order to divert labour and 
other resources from retail trade into the war effort. A totalitarian 
State could do the same thing as a permanent policy. It takes less 
effort to provide standard rations for an army than to provide the same 
number of private consumers with whatever each one happens to 
prefer. The question is whether the advantages of freedom of choice, 
and the greater convenience to consumers, are worth the so-called 
“wastes” of imperfect competition. 

Indeed, the issue is even less clear-cut, for I may remind the reader 
that under capitalism it is possible to achieve some of the economies 
that could be brought about by totalitarian rationing, and at the same 
time to permit those who so prefer to pay more for special qualities 
or special services. If it is considerably cheaper to make a few patterns 
by mass-production, it will pay a manufacturer to do this and to 
rely for his sales on the cheaper prices that he can offer. Multiple 
stores and other shops can cut prices by restricting their range of 
qualities, making customers choose the goods from display counters 
instead of taking up the time of shop assistants, and selling on a “cash 
and carry” basis. Cafeterias can offer cheaper meals to customers who 
are prepared to serve themselves. 

Criticism is usually directed not so much against the retailers as 
against the wholesalers and others who come between the producers 
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and the retailers. Yet they usually perform useful functions. They save 
time and trouble by bringing the producers and the retailers together. 
Some of them grade commodities. Grading enables consumers better 
to satisfy their respective tastes, and producers to get higher prices; 
it can usually be done more cheaply and effectively on a large scale. 
Alternatively, many different qualities—for example, of tea or tobacco 
—may be blended by the middlemen in order to get some particularly 
choice combinations. Again, some middlemen hold stocks, running 
the risk that they may be stolen or burned or infested or otherwise 
damaged or that they may fall in price. If retailers can quickly replenish 
their stocks from the wholesalers, they can keep down the size of the 
stocks that they hold themselves; and so can the manufacturers. 

In performing all such functions, the middleman is a specialist, and 
here as elsewhere specialization tends to reduce costs rather than to 
increase them. I’his general point may be illustrated by considering 
what a manufacturer would hav^c to do in order to cut out wholesalers 
and to sell direct to retailers. First, he would have to get to know 
the retailers, to discover the particular requirements and credit stand¬ 
ing of each. Next, he would have to engage salesmen to call on the 
retailers at intervals to show samples of his goods and to take orders. 
The wholesaler usually does this. But he sells the goods of a number 
of difi'erent manufacturers, so that fewer salesmen are required than if 
each manufacturer employed his own. Further, the retailer may 
prefer this system. An ironmonger, for example, sells a great variety 
of different articles. He does not w'ant to waste his time in inter¬ 
viewing a stream of salesmen from each different manufacturer of 
each article. He would rather deal with a wholesaler who can sell him 
an assortment of different things, produced by different firms, at the 
same time. Again, a manufacturer in, say, Birmingham, may make 
goods bought by, say, 200 retailers in London. If he dealt with them 
direct he would have to send 200 separate parcels. Transport and 
packing costs will be less if he sends one large parcel to a wholesaler. 
And the economy eJoes not end there. True, the wholesaler breaks this 
large parcel up sooner or later into 200 small ones. But he gets also 
other large parcels of other goods from other manufacturers, so that he 
can still send a relatively large parcel to each retailer. This saving in 
transport costs is perhaps the main reason why goods may pass through 
several hands. On the surface it seems wasteful, but it may be really 
the cheapest method. 

It is true that some manufacturers do have their own shops. They 
may wish to create the impression that their products are “exclusive” 
and of special quality. Or they may have suspected that retailers, 
selling rival goods also, did not “push” their products enough. But as a 
rule manufacturers, and farmers too, find that it pays them to use 
middlemen. 


M 2 


B.E. 
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It is interesting to recall that in 1930 Soviet Russia decided to abolish 
her wholesaling institutions. The factories began selling direct to the 
retail co-operatives. But it proved very expensive for each factory to 
maintain contact with all its retailers, and for goods to be handled in 
such small lots. Within two years wholesale institutions were back 
again and were recognized to be performing a useful socialist function. 

No doubt some middlemen (for example, certain “rings” of whole¬ 
salers) may be in a monopoly position and charge too much for their 
services. But as a general rule middlemen do perform useful functions; 
if they did not, they could not survive. And the length of “the chain of 
distribution” often keeps down, rather than raises, the prices paid by 
the final consumers. The only w^ay in which a totalitarian State can 
achieve large “savings” is by restricting the freedom of choice of 
consumers. 


4. Bureaucracy 

The greater the amount of control exercised by the State, the more is 
the life of the citizen governed by orders and regulations and made 
subject to the decisions of officials. He may have to apply for per¬ 
mission, not always granted, to build a house or a factory, to keep a pig, 
to engage a domestic servant, to import American nylons, to travel 
abroad. 

Some people deeply resent the growing intervention of the State 
into their business and their private lives. Others accept it, or even 
welcome it, as essential in order to direct economic activity in the 
interests of the community as a whole, and to provide social security 
for all. 

I think it is generally agreed that in a modern community the State 
should do a good deal. It should provide services such as defence, the 
maintenance of law and order, and preventive public health measures, 
which cannot or should not be provided by private enterprises operat¬ 
ing for profit. It may provide, many people think it should provide or 
at least help to pay for, various social services such as education and 
medical treatment. It should endeavour, notably through its monetary 
policy and perhaps a flexible public works programme, to maintain a 
high and stable level of employment. It should prevent or control 
private monopoly. It must impose and collect taxes in order to pay for 
all these activities. 

There is by no means general agreement, however, on how far the 
State should go in various directions. The totalitarian State, of course, 
goes all the way. But how much control should the State exercise 
under capitalism? How far should the State itself—that is to say, 
cither the central or local governments or some public authority— 
act as an entrepreneur and operate various industries? 
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The view which I want to discuss is the view that the State is in¬ 
evitably less efficient than private enterprise. It is a view, or preju¬ 
dice, that is widely held. If it were correct, it would follow that the 
State should restrict its activities to the minimum needed to achieve 
its objects. Let it pay for education for all, if that is the agreed policy, 
but let private enterprise build the schools. Let it control public 
utilities, since they tend to be local monopolies, but do not let it 
nationalize them and run them as State enterprises. Let it try to 
control the national economy by general monetary and public-finance 
measures rather than by a host of detailed regulations over individual 
activities and over the importation, production and consumption of 
particular commodities. 

One general point in favour of this view is that the more controls 
there are, the greater is the number of civil servants required to 
administer them. In Great Britain, for example, the number of civil 
servants employed (apart from the nationalized industries) by the 
central and local governments is now over 2i million.Before the war it 
was less than 1*4 million- If the State were to exercise less detailed 
supervision over the national economy, a considerable number of civil 
servants could be released for private employment. 

Another general point, which fortunately does not apply to Great 
Britain, is that in some countries some of the civil servants are open to 
bribery. Iwery new control widens the scope for graft and corruption 
by creating new’ opportunities for granting or withholding permits. 

The view that civil servants are less efficient than their business 
colleagues is widely held. But how’ can it be true? Many of them have 
been drawn from the same circles, have had the same education and 
upbringing; it is often a matter oi chance whether a particular indi¬ 
vidual chooses a Government or a business career. Business firms have 
been glad to attract certain civil servants into their employment and to 
pay them large salaries. The abilities and qualities of the individual 
do not change because he is working for the Government rather than 
for a private enterprise. 

If, therefore, the State is in fact less efficient as an entrepreneur, 
this must arise from the special conditions governing State enterprise 
and not from an inferior personnel. It is claimed, by opponents of 
State enterprise, that the State is handicapped (except, of course, 
under a totalitarian dictatorship) by the need to justify its actions to 
Parliament and the electorate. 

^ In 1947 the number was given as 2*2 million. There has recently been a change 
in methods of classification. Some workers employed by Governments and formerly 
classed under ‘‘Government” arc now classed under tlieir field of employment; for 
example, most Post Office workers are now classed under “Communications.” 
Hence the numbers now classed under “CJovemment” are only 1-3 million. 

But in June, 1954 the Central Government employed 1,140,000, and local author¬ 
ities 1,490,000 (including police). H.M. Forces were 840,000, and the nationalized 
industries and other public corporations employed 2,710,000. 
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Hence, it is said, civil servants, dealing with public money, have to 
be more cautious than business men. When a State enterprise is an 
obvious failure, as was the ill-conceived Tanganyka groundnuts 
scheme, it has to face the full glare of adverse publicity. This need for 
caution leads to delay; it explains the need for “red tape.” It is true 
that in a large business many decisions must be taken by salaried 
managers and other employees, who have to justify them, like civil 
servants, to their superiors. But on the whole private enterprise can 
act more promptly, and take more risks, than the State. 

We must not exaggerate this point. But it may reasonably be 
doubted whether all the many new industries and other innovations 
of our present age would have come about, at any rate so fast, if there 
had been no private enterprise to make experiments and take risks in 
the hope of profits. 


5. Conclusions 

The two great defects of capitalism are monopoly and unemployment. 
The totalitarian State is, or could be, free from both. 

The anti-social aspect of private monopoly is that one group tries 
to benefit itself by acting contrary^ to the interests of the community. 
Either it restricts output directly, or it prevents la])our and capital 
from entering its preserves, where they would render more valuable 
services than where they are. When all means of j>roduction are owned 
by the State and there is no private capital to make profits, there is no 
private monopoly. Production can go full steam ahead, unhampered 
by restrictive practices. 

In the same way, there need never be any significant amount of 
unemployment when all economic activity is directed by the State. 
The decision to restrict the output of consumers* goods to a certain 
level in order to employ more labour and other resources in the capital 
goods industries is both a decision to save and a decision to invest; 
there can be no discrepancy between the amount of planned saving 
and the amount of planned investment, for the two coincide: they are 
one and the same. The trade cycle vanishes; it is a phenomenon 
peculiar to capitalism. Nor need there be any unemployment due to 
inadequate mobility of labour when workers can be ordered to move 
to where they are needed. 

A democratic Government is often tempted to favour some large 
group of voters even when this means acting against the interests of 
the community as a whole. Thus the Government of the United 
States, although pledged to outlaw monopoly, guarantees high 
minimum prices for farm products and will compulsorily restrict the 
output of any farm product in order to keep up its price, if asked to do 
so by a majority of the farmers concerned. The British Government 



THE MERITS AND DEFECTS OF CAPITALISM 349 

continues to restrict road transport in order to maintain employment 
on the railways. Most democratic Governments are reluctant to make 
a determined drive against the restrictive practices of trade unions. 

The totalitarian State can ride rough-shod over such sectional 
interests. It may have a facade of elections, but in fact it is a dictator¬ 
ship that has no need to play for votes or to court popularity with 
particular groups. The State is supreme and can tolerate no rivals, 
such as independent trade unions, of any real strength. Whatever the 
State decides to be in the general interest will be done. Each for all 
and all for each. 

How far the policy of a totalitarian State will be directed with 
wisdom and foresight in the interests of the community as a whole is 
another matter. A dictator is not necessarily a good economist, nor is 
there any guarantee that he will receive good advice and follow it. 
He is in a position to do great harm as well as great good. His personal 
prejudices or ambitions may lead to famine or may plunge the country 
into war. 

To some extent, whether a person favours capitalism or totalitarian¬ 
ism depends on his view of what is likely to happen. For example, will 
capitalism be able to prevent mass unemployment? Some think “yes” 
and some think “no”; we cannot be certain. 

But suppose we knew that under capitalism there would continue 
to be trade depressions, leading to unemployment of, say, 10 per cent 
(or 15 or 20 per cent) in one year, on tlie average, out of every ten. 
Would this mean that capitalism is a hopeless system and at all costs 
should be replaced by a totalitarian system that guarantees full 
employment? This is a question on which different people would 
make different value-judgments. 

In other words, as this example shows, the whole issue is “ideo¬ 
logical.” To what extent are we prepared to sacrifice democracy and 
personal freedom in order to get rid of unemployment, private 
monopoly, and other defects of capitalism? P2ach will answer the 
question in his own way. 
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THE DISTRIBUTION OF INCOMES 




CHAPTER XXV 


A GENERAL VIEW OF DISTRIBUTION 

1. Differences in Personal Incomes 

I fiav^e called this Part “The Distribution of Incomes.” The word 
“distribution” does not relate, in the present context, to the processes 
of transport and marketing through which goods are distributed from 
producers to consumers. It is the traditional term for the division of 
tlie national income among the various groups of wage-earners, 
property-owners and others. 

The question that most interests the general public is probai:>ly the 
inequality of personal incomes. Why do some people have larger 
incomes than others? 

It is convenient to approach this problem by considering separately 
incomes from property and incomes from work. Incomes from pro¬ 
perty include rent, interest, and dividends and other profits on capital. 
Incomes from work include salaries, wages, and other incomes earned 
by personal exertion, T here are some personal incomes which are 
“mixed,” derived parih' from property and partly from work: for 
example, the income of a farmer who both owns and manages his own 
farm; but this does not afibet the general argument. There are also 
some incomes which arc derived neither from property nor from work: 
for example, non-contributory old-age pensions, which may be regarded 
as “transfers” or collective gifts from the taxpayers. Again, some 
incomes, such as the royalties of authors or contributory pensions, 
may be diflicidt to classify; they can perhaps be regarded as deferred 
incomes from work performed in the past. Bui the great majority of 
incomes are derived either I'rom ownership or from personal exertion. 

The inequality of incomes from property is due mainly to the dif¬ 
ferent amounts of property which different people owm. Some own a 
great deal of property, others a moderate amount, and most very little 
apart from personal effects, such as furniture, which do not yield a 
money income. 

Some large fortunes have been built up from nothing by their 
present owners. Men of outstanding business ability, aided perhaps 
by good luck, have developed giant undertakings from small begin¬ 
nings. 

Most large individual holdings of property, however, have been 
inherited, or have been built up on the basis of a substantial inheritance. 

353 
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A person who enjoys an inherited fortune does so through no merit 
of his own. The case for inheritance is that the possibility of 
passing on one’s wealth, or part of it, lo one’s family is a powerful 
incentive to work and save. But the amount that can be passed on is 
restricted, in Great Britain, by “progressive” taxation on fortunes 
changing hands at death. 

It is beyond the scope of economic analysis to inquire into the 
origins of individual fortunes. Some may go back, for example, to 
the dissolution of the monasteries, or to favours bestowed by Charles II. 
I have discussed the arguments for and against the institution of 
private property; we must accept the present distribution of private 
property among individuals as a datum. I’he practical political issue 
is how far it can be modified by taxation without unduly weakening 
the incentives to effort and investment. Are our present rates of 
taxation on profits and other property incomes, and on inheritance, 
too light or are they too heavy? 

It does fall within the scope of economic analysis, liowever, to con¬ 
sider what forces determine the money income yielded by different 
types of property: the “rent” on land and other assets which are fixed 
in amount, and the “quasi-rent” on assets which cannot be consider¬ 
ably increased or diminished in amount until some years have elapsed. 
The forces determining the rate of interest currently paid on new 
loans and the expected rate of profit on new investment are also within 
the field of economic analysis—very* much so. I discuss these questions 
in the present Part. 

The inequality of incomes from work arises largely from differences 
in capacities and skills. Some people have innate qualities of mind or 
body which enable them to earn more than others. Acquired skill, 
however, and knowledge, depend on education and training. In the 
past, as in some countries today, only well-to-do parents could afford 
to give their children a good education, which would open to them 
the door of a well-paid career; and the number of scholarships was 
relatively small. In the same way, only the richer parents could pro¬ 
vide their sons with capital to set up in business. Inequality breeds 
inequality. 

The question with which economic analysis is most competent to 
deal is that of differences in rates of pay between occupadons, for 
different types of labour. This is the main subject dealt with in 
Chapter XXVI, which is headed “Wages” but is meant to cover all 
types of income from work. 

The tlieory of Distribution has traditionally confined itself mainly 
to a study of the price system as affecting the prices of factors of pro- 
duedon—land, labour, and capital. This is only part, although a 
large and important part, of the study of inequality of personal incomes. 
But the other relevant influences affecting inequality—notably differ- 
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cnees in the amount of property held by individuals and differences in 
innate and acquired abilities—fall outside the scope of economic 
analysis. Economists can make only broad generalizations about 
them. 


2. The Share of Labour 

An interesting question is what proportion of the national income 
goes to incomes from work and what proportion to incomes from 
property. 

The proportions vary somewhat from year to year. Profits vary 
more than wages and other incomes. Total profits, and therefore the 
share going to property, tend to be high in good years and low in years 
of depression. 

Personal income in the United Kingdom in 1953 was distributed as 
follows ^— 


Personal Income (Before Tax): U.K. 1953 
Income from Employment 

Wages .......... 

Salaries .......... 

Pay in cash and kind of the Forces . . , . , 

Employers^ contributions 

(a) National Insurance ....... 

{b) Other ......... 


£ million 

5.770 

2,900 

365 

244 

209 


Total income from employment ....... 9,488 

Income from Self-Employment 

Professional persons .......... 240 

Farmers ........... 397 

Other sole-traders and partnerships ...... 967 


Total income from self-employment ...... 1,604 

Other Income 

Rent, dividends and interest ....... 1,491 

National insurance benefits and other current grants from public 

authoritit:s .......... l,OOi 


Total Personal Income 


13*584 


Employers’ contributions to the National Insurance Scheme and to 
pension schemes and provident schemes for their employees are in¬ 
cluded in incomes from work, as these contributions are for the benefit 
of employees. 

We do not know how much of the income of a self-employed person, 
such as a farmer who runs his own farm or a shopkeeper who runs his 
own shop, should be attributed to his personal exertion—his work of 

^ Figures from tlic 1954 Blue Book on National Income and Expenditure, Table 2. 
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management—and how much to profit on the capital which he has 
invested in his business. Personally I doubt whether as much as a 
quarter of the income of a professional worker such as a doctor or a 
barrister, or of a small farmer or shopkeeper, represents profit on his 
capital. However, as no direct statistics are available on this point,^ 
let us assume that only half, £,^02 million, represented income from 
work. But let us deduct from the other half the annual statutory 
allowances for depreciation (£95 million), leaving £707 million. 

It follows that the share of labour in the total of personal incomes 
was £9,488 million plus £802 million, or about 76 per cent, and that 
the share of property was £1,491 million plus £707 million, or about 
16 per cent. The remaining 8 per cent consisted of national insurance 
benefits and other current grants from public authorities. 

It may be argued that the undistributed profits of companies (less 
depreciation) should be included in income from property.^ They 
amounted to over £1,600 million (of which about half was paid in 
taxation); their inclusion would raise the share of pn^perty to some 
22 per cent. 

The year 1953 was not exceptional. The percentage of the national 
income going to work has been around 75, with minor variations from 
year to year, for a long time. 

In the United States the proportion going to work has aveiaged 
about 75 per cent during recent decades. In most under-developed 
countries also the share of labour averages 70 to 80 per cent. 

In Great Britain, as in most w’cstcrn countries, the economic position 
of the average w'orker lias been improved, not only absolutely but also 
relatively to that of the average property-owner, during recent times. 
This relative improvement has been brought about mainly through 
the machinery of public finance. Special taxes on property, such as 
death duties and profit taxes, liave been considerably increased. 
Heavier rates of income-tax on large incomes have Iht property in¬ 
comes more than work incomes. Hence the net share, after taxation, 
of property incomes has been reduced more than the net share of work 
incomes. Meanwhile, public expenditure has been increasingly on 
social services, which benefit mainly workers rather than property- 
owners. At the same time, hours ofwwk have been reduced; w'orkers 
today enjoy considerably more leisure than in the past. 

The question whether property-owners have any right to exact a 
toll of around 20 per cent of the national income, whether the whole 

^ In 1953 the annual depreciation allowances to companies w'ere /,'350 million on 
gross trading profits of /,'2,463 million. The annual depreciation allowance.s to self- 
employed persons were £9S million. If their gross profits were in the same proportion 
to their depreciation allowances as those of companies, they were about £668 million. 

* I exclude the trading profits of public corporations and public enterprises (amount¬ 
ing, less depreciation, to over £150 million), as these accrue to the nation as a whole 
and not to individuals. 
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of the national income should not go to labour, is the question I have 
already discussed at length, of the merits and defects of a system based 
on private property. It is relevant to note that only a part of this 
20 per cent is spent on the personal consumption of property-owners. 
A large slice is taken by taxation, and another large slice is undistri¬ 
buted profits which are ploughed back into the business or invested 
elsewhere. If all private property were confiscated by the State and 
(a large assumption!) output did not fall off, as much money as at 
present would still be needed for public revenue and for investment 
(all of which would have to be made by the State if private property 
were abolished). A much smaller percentage than 20 would be 
available for redistribution to the workers. 

An increase in the amount of private investment w^ould benefit the 
workers although it might at the same time increase the share of 
projxTty. At present some under-developed countries are very short 
of capital. Suppose that foreign inv'cstment in such a country were to 
increase the national output from 100 to 120 a year. Even if the 
foreign investors had to be paid 10 a year, the country would still be 
10 per cent better off. Formerly the national income might hav'e been 
divided 80 to work and 20 to property. Xow property would get 30 
(10 to foreign investors), l>ut labour would g<u 90 instead of' 80. 

What are the forces determining the percentage shares (l^cfore taxa¬ 
tion) of work and property? Other things being equal, an increase 
in the number of workers lends to reduce real wages per head owing 
to the consccjucnt fall in tlie marginal productivity of labour. But it 
may increase the share going to labour as a whole, for the increase in 
nurn})(‘rs may outweigh the fall in real ^^ages per head. In the same 
way, an increase in capital tends to reduce the rate of return on 
capital, but it may increase the share of interest and profits in the 
national income. Fhe growth of population tends to raise the absolute 
total of rents, but it may not raise the percentage of rent in an 
increased national income. 

On the demand side, a general increase in ihe demand for labour, 
such as occurred during the war, tends to raise the percentage going 
to w'ork, whereas a large increase in the demand for capital—due, for 
example, to a widespread desire for more housing—would tend to 
reduce it. Under perfect competition, capital-saving inv^entions 
(which raise the marginal productivity of labour relativ ely to that of 
capital) would tend to raise the share of labour, and labour-savdng 
inventions to lower it. We tend to think that most inventions are 
labour-saving, but we must remember that every invention that 
improves the efficiency of plant and equipment and other capital 
goods is capital-saving: it enables the same amount of capital to make 
a bigger contribution to output. 

A reduction in rates of interest, which can be brought about, within 
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limits, by monetary policy, tends to reduce the share going to 
capital. 

In Great Britain and the United States, the growth of capital during 
the present century has been about twice as great as the growth of 
population, but the share of labour has somewhat increased. 

3. The Marginal I^odugtivity Theory 

The marginal productivity theory of distribution explains how the 
prices of the various factors of production would be determined under 
conditions of perfect competition and full employment. 

Some factors of production (for example, materials such as coal or 
steel or cotton) are commodities which are used up in the process of 
production and are bought outright. The theory cov^ers them, but it 
is used mainly to explain the prices paid for the ser\uces of factors of 
production which are hired by the week or month or year: the levels 
of wages and rents and rates of interest. It explains also the earnings 
of fixed assets such as plant and machinery. For this purpose wc must 
divide factors of production into homogeneous groups. The price of 
every unit in such a group will tend to be the same, c\’en if some are 
employed in one industry^ and some in another. Each acre of land of 
a given grade will command the same rent, for by definition each acre 
is equal in all respects to every other acre in that grade. They are 
perfect substitutes for one another, and will therefore tend to have the 
same price. In the same way, each worker of a particular type will 
tend to get the same wage, for an equal amount of work, as every other 
worker in the same group; and similarly with every other type of 
factor. 

The essence of the theory can be stated briefly. The demand for a 
factor of production is a derived demand. The farmer, for example, rents 
land or employs workers or buys a tractor or fertilizers simply and solely 
for the contribution that each factor makes to his output and thereby 
to his receipts. The physical marginal productivity of any factor falls, 
as we saw in Chapter VII, as more units of it are combined with a given 
amount of other factors, or as the proportion of that factor Ls increased. 
The price of any factor, under perfect competition, will equal the value 
of its marginal product. 

Let us cortsider a firm. Under perfect competition, it must accept 
the prevailing prices for both its products and its factors. They are 
market facts which it is powerless to alter. What it can do and does 
do is to decide how many units of each factor it will employ. 

Suppose that one additional worker of a certain type would add x 
units a week to the output. If the wages of that worker are less than 
the price received for x units of product, then it will pay to employ 
him. By employing him, the firm will increase its profits by the 
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excess of its receipts from x more units of its product over the wages 
of the additional worker. The same reasoning applies to any other 
factor: for example, it pays a farmer to use more fertilizer so long as 
the resulting increase in hLs output brings him in more money than he 
has to pay for the extra fertilizer. 

I’his gives us the rule that the price of a factor equals (or at any 
rate closely approaches) the value of its marginal product. For 
example, suppose that a particular firm can vary the number of workers 
of a certain type which it employs, and that their physical marginal 
productivity falls as follows— 

Number of Workers Marginal Product 

(per week) 

9 27 

10 24 

11 20 

The firm would be in equilibrium in any of the following situations: 
price of product (per unit) 5s., wages (per week) £6 15s., 9 workers 

emplo\ecl; price of product 5s., wages £6, 10 workers employed; 

price of product 5s., wages £5, 11 workers employed; wages £6, price 

of product £^^ (nearly 4s. 6d.), 9 workers employed; wages £6, price 

of product 6s., 11 workers employed. If the prices of its products 
remain the same, a firm will tend to employ more of any factor w'hen 
its price falls, and less when its price rises. If the prices of its factors 
remain the same, it will tend to employ more factors when the prices 
of its products rise, and less when they fall. 

An increase in the demand for products requiring a particular type 
of factor (or requiring it in a higher proportion, relatively to other 
factors, than in other industries) will tend to raise its price. Thus an 
increased demand for armaments tends to raise the wages of engineer¬ 
ing and steel workers, and the price of steel; an increased demand for 
houses tends to raise the wages of building labour and the prices of 
building materials; food subsidies tend to raise land rents. 

How much the price of a factor rises in such circumstances depends 
on how far the supply of it can be increased. If a fairly small increase 
in wages in a given occupation will quickly attract workers from other 
occupations, the result will be an increase in the number of workers 
attached to that occupation (an increased supply of the factor) and 
only a small increase in their wages. If, on the other hand, the number 
in that occupation is more or less fixed for the time being (owing, for 
example, to the length of training required), the rise in wages, due to 
the competition of the various firms for the limited labour available, 
may be considerable. 

To illustrate this point, let us return to our litde table. Suppose the 
firm is in equilibrium with wages at £6 15s., price of product 5s., and 
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9 workers employed, with a marginal product of 27 units. Suppose 
that the price of the product rises, say, to 7s. If the supply of such 
workers is fairly elastic, this firm may increase the number it employs 
to 11, and other firms also may employ more of such workers. An 
increase in their wages to only ^1 (equal to the value of their mar¬ 
ginal product, 20 X 7s.) might restore equilibrium. Suppose, on the 
other hand, that the supply of such workers to that industry cannot be 
increased. Their marginal productivity will remain at 27 units, and 
their wages may rise to ^(^9 9s. (27 x 7s.). 

When the demand for the products of an industry falls, but the 
demand f(jr other products remains the same or increases, those factors 
of production that can readily move into other industries and earn as 
much there, will not suffer. Only enough of them need move to raise 
the physical marginal product of those who remain sufliciently to 
compensate for its fall in price per unit. For example, if our firm w ere 
formerly employing 10 w^orkers at a week with a marginal produc¬ 
tivity of 24 units, and the price of a unit falls from 5s. to 4s. 6d., a 
reduction in the number of workers to 9 will again make the value of 
their marginal product (27 x 4s. 6d.) equal to (in fact, slightly higher 
than) their w'age of If this firm is typical of other firms in the 

industry, the total exodus of such workers to other industries w^juld 
need to be only 10 per cent for their wages to remain unchanged. 
Their physical marginal productivity in other industries would be 
somew'hat reduced, and this would tend to reduce their w'ages, but 
this tendency would be offset in so far as the demand for the products 
of these other industries had increased, consumers having transferred 
some of their expenditure from the product of the first industr)’ to these 
products. 

In general, therefore, changes in the demand for different products, 
the demand for some increasing and for others decreasing, will have 
little effect on the prices of factors that can readily be employed in 
any of a number of industries. For example, if the total demand for 
agricultural produce remains the same, land rents arc unlikely lo 
change w4icn the demand for one crop rises and the demand for another 
falls, provided that enough land can be transferred from the latter to 
the former. Again, the wages of workers who could be employed in 
any one of many industries, such as porters and typists and kirry- 
drivers, are not likely to be affected by changes in the relative demand 
for different products. 

The factors that do suffer from a fall in the price of a product are 
those that are specific to that industry and cannot be used (unless 
they accept much lower earningfi) elsewhere. For example, skilled 
coal-miners working at the face and earning high wages, would suffer 
by a large fall in the demand for coal, and rubber-tappers would suffer 
by a fall in the demand for rubber. In most industries, the fixed assets 
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such as plant and equipment are specific to that industry. A blast 
furnace or a cotton spindle or a printing press cannot be used for any 
other purpose (except to be sold as scrap). The owners of such assets 
therefore receive less, making smaller profits or making losses, until 
enough time has elapsed for the “capacity” of the industry to be 
reduced sufficiently to restore profits to their normal level. The earn¬ 
ings of such assets were called by Marshall quasi-rent^ because in the 
short run they are “price-determined”: they depend on the prices 
of their products and on the prices of the other factors. 

Apart from changes in the demand for products, the demand for 
different factors may change owing to technical progress. Mechanical 
looms reduced the wages of handloom workers; calculating and 
recording machines reduced the demand for clerks. Technical pro¬ 
gress which causes factor A to he substituted for factor B will tend to 
raise the price o{' A and to reduce the price of B —or, alternatively, to 
expand the supply of .1 and contract the supply of B —until their prices 
arc equal to their new marginal productivities. 

On the supply side, an increase in the supply of any factor will tend 
to reduce its price l)ccause, in the absence of other changes, its physical 
marginal productivity will fall in all the industries in which it is 
employed. I’or example, a large influx of immigrants tends to reduce 
local wages and to raise local land values and house rents; an increased 
amount of free capital available for lending tends to reduce rates of 
interest; an increase in the number of ships tends to reduce ocean 
freight charges. Conversely, a reduction in the supply of a factor 
tends to raise its price. 

An increase in the amount of a factor employed in an industry (the 
demand for the product remaining the same) has a twofold downward 
influence on its price. In the first place, the phy sical marginal produc¬ 
tivity of that factor falls when it is combined with other factors in a 
larger proportion than before. In the second place, the absorption of 
more units of that factor in the industry will probably mean an expan¬ 
sion in the output of the industry and, consequently, a fall in the price 
of its products. The value of the marginal product of that factor will 
fall both because the amount of it falls and because the price per unit 
of it falls. 

As time goes on, various changes will place. New methods of 
production will be employed, and new industries will arise. The 
supplies of different factors will alter, and technical progress "will 
change the relative demand for them. The theory of marginal produc¬ 
tivity is in no way discredited because the growth of population in 
western countries has been accompanied by a rise and not a fall in real 
wages; there has been continuous technical progress, and capital has 
increased considerably more than population. Nor is it discredited 
because, for example, the prices of horses and oats and land growing 
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oats remain high despite the coming of the motor vehicle; adjustments 
were made on the supply side, fewer horses being bred and less oats 
grown. The theory, like the law of diminishing returns on which it is 
based, applies to the short run, to the situation as it is at any given 
moment. When the circumstances change, the conclusions drawn 
from the former data no longer hold good, but new conclusions drawn 
from the new data may well be valid. 

4 . Criticisms of the Marginal Productivity Theory 

The theory assumes that the proportions between the factors can be 
varied. I have argued in Chapter VII that this assumption is more 
realistic than it may seem at the first blush. It is true, however, that 
in the short run the proportions in some particular firms may be fixed. 
For example, one man may be needed for each machine. In such a 
case, the entrepreneur will consider the man and the machine as one 
unit, and wall relate the (weekly) cost of that unit to its (weekly) 
marginal product. The theory assumes that the price per unit of a 
factor wall be the same in every industry in which it is employed. 
This implies that there is sufficient mobility to bring about this result. 
I have discussed this question in Chapter XXL It may be tliat some 
groups of w^orkers wall prefer to remain where they are rather than 
move to where they can earn more; if so, then to that extent the theory 
needs to be modified. But the assumption is true for most factors. 

The theory assumes that the amount and value of the marginal 
product of a factor is knowm to the entrepreneur. This is not always 
true. For example, a farmer does not know how^ large his croj) will 
be, for that will depend on the weather and other circumstances, nor 
does he know what its price per unit will be. But he must nevertheless 
decide how many units of each factor to employ. We can allow for 
this by saying that he relates the price of a factor to the expected value 
of its marginal product. 

Some goods take a considerable time to produce; an entrepreneur 
pays his factors for months or perhaps years before his products are 
made and can be sold. He cannot afford, therefore, to pay them the 
full value of their marginal product, but only its discounted value—the 
present value of what he will receive when he sells the product. 

The theory assumes, subject to these minor corrections, that each 
factor will be paid the value of its marginal product. Why cannot 
the employer, who hires the other factors, exploit them by paying 
them less? The theory assumes that this is not possible because any 
factor can act as the entrepreneur and hire the other factors. If a 
landlord thinks that the farmer is paying him too little rent, he can 
work his land himself, perhaps hiring a manager. If a shop assistant 
thinks he is being exploited, he can rent a shop, obtaining goods on 



A GENERAL VIEW OF DISTRIBUTION 363 

credit, and set up as a shopkeeper on his own account. If a group of 
workers think that their wages are too low, they can borrow the capital 
to set up in business for themselves. Hence no factor can gain merely 
by acting as the hirer of the others. 

This assumption is not true for large-scale establishments. A group 
of workers would not be able to borrow enough capital to buy, say, an 
oil refinery or a liner. Their defence against exploitation is not the 
possibility of turning the tables by becoming the entrepreneurs; it is 
the competition for their services by the different firms in their industry 
and in any other industries where they could be employed. 

The theory assumes perfect competition. Some critics say that this 
makes it quite useless as an explanation of the real world, where the 
general rule is imperfect competition. 

They say that the distribution of income between labour and capital 
depends on the degree of monopoly. It depends on the relation be¬ 
tween wages bills and gross profit margins. Suppose, for example, 
that a firm makes an article with an average cost £\ 2 i unit, 10s. 
for labour and 10s. for materials. If it adds a profit margin of 50 per 
cent, fixing the price at 30s., this means that 10s. goes to labour and 
10s. to capital. If it added only, say, 20 per cent, fixing the price at 
24s., this would mean a division between labour and capital in the 
ratio of 10s. to 4s., or 5 to 2. 

It should be noted that in this type of calculation the share of capital 
is taken as including the depreciation reserves set aside to provide for 
renewals and replacements of fixed assets. 

It is quite true that in so far as monopoly power is used to make the 
share of profits greater than it would otherwise be, this is a fact which 
any theory of distribution .‘^iiould take into account. What proportion 
of the 15 per cent or so of the national income of Great Britain that 
goes to profits (after deducting depreciation) represents monopoly 
profits, over and above the profit that would be earned under condi¬ 
tions approaching perfect competition, is a matter of opinion. It can 
be argued that in the nationalized industries monr poly power tends to 
be used to raise the share of labour: that the public corporations are 
tempted to yield to pressure for higher w^ages *in those industries, and 
then to cover the increased labour costs by raising the prices of the 
products—for example, electricity charges -)i rail or bus fares. 

Another consequence of monopoly is tliat output in certain fields is 
less than it would be under perfect competition. In such fields, the 
demand for all factors is less than it would be if output w^ere not 
restricted. This adversely affects the relative prices of those factors 
that are employed in a higher proportion in those fields than else¬ 
where. For example, monopoly in the chemical industries would keep 
down tlie demand for industrial chemists and would tend to depress 
their earnings. But this effect can be counteracted by adjustments in 
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the supply of different factors. Thus, if fewer men trained as industrial 
chemists, because their earnings were relatively low, the reduction in 
their numbers would eventually raise their earnings to the levels 
prevailing in other professions. 

In so far as prices are fixed above marginal costs (which are factor- 
prices) it is not true that the price of a factor will equal the value of its 
marginal product; the latter will be higher. But I do not think it 
follows that we should throw the marginal productivity theory over¬ 
board. The law of diminishing returns, on which it is based, relates 
to the effect on amounts of product of varying the combination of 
factors, and is just as valid under monopoly as under perfect com¬ 
petition. It is seldom that a firm can fix the prices it pays for its 
factors; in general, firms have to pay whatev'er prices are ruling in the 
market for the labour and materials and other factors that they buy or 
hire. An increase in the supply of a factor will tend to reduce its 
price, and a decrease in the supply of it will lend to raise its price, 
owing to the decrease or increase in its physical marginal productivity 
when more or fewer units of it are employed; the relative prices of 
factors will reflect their relative marginal productivities; an increased 
demand for a product will lend to raise the prices of factors employed 
in a high proportion, relatively to other factors, in that industry, and 
a decreased demand for the product will do the opposite; and all this 
is equally true whether competition is perfect or imperfect. 

The theory also assumes full employment. If some units of a factor 
are hired at a certain price while others remain idle, the latter, it is 
assumed, will offer their services somewhat more cheaply rather than 
get nothing at all; and in this way the price of a unit of that factor 
will be reduced to whatever level will enable all units ol it to find 
employment. This assumption may apply, more or less, to land and 
capital. But it is manifestly untrue of labour. In some countries 
minimum wages are fixed by law, and in most western countries the 
trade unions will usually resist reductions in w^ages bekm a certain 
level. 

The general reasoning of the marginal productivity theory still 
applies. But where there is considerable unemployment, an increased 
demand for the products of those industries wall lead to fuller employ¬ 
ment rather than higher wages, and a decreased demand for these 
products will lead to greater unemployment rather than lower 
wages. 

Whether a general reduction in wages would expand employment, 
as the theory assumes, is far from certain. In certain circumstances it 
would; for example, the rapid recovery in Australia from the Great 
Depression was associated with a general reduction in wages of 26 per 
cent, imposed by the Commonwealth Arbitration Court. In other 
circumstances it might not; the consequent reduction in the amount 
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of Spending by wage-earners might lead to a further fall in the volume 
of investment. 

The marginal productivity theory is a micro-economic theory and 
needs to be supplemented by a general theory of output and employ¬ 
ment such as that of Keynes. Moreover, some of its assumptions, as 
we have seen, are incorrect or apply only to part of the economy. 
Nevertheless I repeat that in my view it is useful as a first approxima¬ 
tion, and there is no other general theory of distribution which is 
superior to it. 


5 . Differences between Countries 

The effect of relative supplies of different factors on relatwc factor 
prices is well illustrated by differences between countries. 

In overpopulated countries wages are low. It is bad luck for a 
child to ]je born in such a country—bad luck, that is, so far as his 
earning power is concerned. For the same capacities and efforts will 
yield him a cc)nsiderably lower income than in a Cf)untry where labour 
is relatively more scarce. The wages of unskilled labour in India, for 
example, arc only about three shillings a day. 

Capital, on the other hand, yields a higher rate of return in such 
countries, where it is relatively scarce. The total share of capital in 
the national income may be only 20 per cent or less, but that is because 
there is so little capital compared with the amount of labour; rates of 
interest and profit (unless kept down by law, in which case new invest¬ 
ment, although badly needed, is discouraged) tend to be high.^ 

Where land is relatively abundant, as in Canada or Australia, rents 
per acre tend to be low; wf ere it is relatively scarce, as in Great Britain 
or Japan, they tend to be high. 

An apparent exception to the generalization about wages is that in 
some under-developed countries qualified doctors, engineers, and 
other professional men earn substantially more than in most western 
countries. It will be found, however, when the facts arc examined, 
that these apparent exceptions confirm the general rule. In such 
countries there has been comparatively little university and technical 
education, and the numbers available for such posts are few relatively 
to the demand for them. In Japan, where hnical education has been 
widespread, engineers begin at only ;;{^10 a month, rising eventually 

^ Some economists would not agree with this paragraph. They would argue that 
the marginal productivity of capital may be higher in a country such as Great Britain, 
which has more external economies; or that the demand for capital in a poor country 
is limited by its low real income. 

Of course, some investments may not pay. A country may be too small a market 
for a particular factor)'; some labour-saving devices may not yield a profit because 
labour is abundant and cheap. Nevertheless, my own belief is that a well-selected 
programme of complementary investments would usually give high yields, at any rate 
in terms of national income. 
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to perhaps ;(^40 a month; in India, where there is quite a number of 
universities, most doctors and lawyers earn comparatively low 
incomes. 

On the demand side, a change in the demand for the exports of a 
country affects especially the factors employed in a large proportion 
in the export industries. For example, the demand for wool increased 
greatly after the war; its price rose, at the peak, to over ten times 
its pre-war levels. This had the effect of raising most money incomes 
in Australia, which is the chief exporter of wool, but especially the 
capital values or rental values of sheep stations and the wages earned 
by sheep-shearers. 
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WAGES 

1. Independent Workers 

A WAGE may be defined as a sum of money paid under contract by an 
employer to a worker in exchange for services rendered. There is no 
need for us to attempt to distinguish between wages and salaries. But 
the earnings of independent workers require some consideration. 

An independent worker is one who works on his own account and 
not for an employer. Ilis income is partly profit on his own capital, 
which he has invested in his own business, and partly earnings from 
his personal exertion. 

Some independent workers—for example, those managing large 
ljusinesses of ihcir own. or successful barristers or authors—have large 
incomes. 1 think the general belief is that independent workers are 
usually better of!' than wage-earners. But in fact the majority of 
independent workers in most countries are small farmers, and where 
they hav’e only tiny holdings (two to three acres on the average in China, 
for example) they get lower incomes than even unskilled wage-earners. 
In Great Britain the average shopkeeper or small tradesman, working 
on his own account, earns less than most skilled wage-earners. 

When we consider differences in earnings between occupations we 
must take account of independent workers. In most professions, for 
example, many are working on their own account. The tendency is 
for the incomes of independent workers to exceed those of comparable 
employees in the same field only by the profit on their owm capital. 
For example, a doctor or a dentist can either have his own practice or 
work for the National Health Service; a qualified accountant can 
either work for a firm or set up on his own; even a shop assistant could 
usually find the capital to take up haw'king, if not to rent a shop. 

We must therefore include independei>t v orkers in the supply of 
labour, both in general and in particular occupations, and we must 
include their incomes, less profit on their own capital, in the share of 
the national income going to labour. 

But there is a very important difference between their incomes and 
those of paid employees. Their incomes fluctuate more, over time, 
tfian those of employees. For they are selling their products or services 
directly to the market, wTile the latter are selling their services to an 
employer who pays an agreed rate which it is difficult to alter 

367 



368 THE DISTRIBUTION OF INCOMES 

frequently. Thus the gains or losses arising from changes in the prices 
of products accrue to independent workers, who are their own em¬ 
ployers, but in the case of paid employees they accrue to the firm 
which employs them. 

It is an important fact that many agricultural commodities are pro¬ 
duced largely by farmers who work their own farms. When the prices 
of these products fall, many farmers respond by maintaining or even 
increasing their output, hoping that this will pay them better than 
temporarily leaving their land idle and seeking a different occupation; 
if unemployment is widespread, there may be no other jobs available 
for them. Thus the prices of such products may fall heavily. Over 
the period 1928 to 1932, the prices of many agricultural products fell 
by 50 per cent or more. The incomes of most farmers were reduced 
to very low levels. They were their own employers, selling directly 
to the market, and hence they could not escape the consequences of 
the decreased demand for their products. 

An industry such as coal-mining, in which nearly all the workers 
are wage-earners, provides a striking contrast. A large decrease in the 
demand for coal reduces the value-productivity of miners’ labour. 
But the miners claim that they are entitled to a certain minimum 
standard of living and resist any large cuts in their wages. Henicc a 
number of pits can no longer be worked at a profit, and are closed; 
the diminution in the supply of coal prevents any great fall in its price; 
and the marginal value-productivity of coal-mining labour is kept 
about equal to its wage by a considerable reduction in the amount of 
labour employed. 

Broadly speaking, a marked fall in the demand for, say, wheal cuts 
dowm the incomes of wheat-farmers, although they remain “fully 
employed,” whereas a marked fall in the demand for coal causes 
unemployment among coal-miners. The wages of industrial workers 
are considerably more stable than the incomes of farmers, but unem¬ 
ployment is mainly an industrial, and not an agricultural, phenomenon. 

Is the moral that there is more in the marginal productivity theory 
than it is fashionable nowadays to suppose, and that unemployment dur¬ 
ing a depression could be overcome by heavy cuts in wages? The real 
incomes of wage-earners would fall less than their money incomes, for 
a general fall in labour costs would bring down the cost of living. But 
the trade unions know that it is difficult for them to obtain large 
increases in wages when times are good and they resist reductions when 
times are bad; in practice, remedies for slumps must probably be 
sought along the lines proposed by Keynes, even if drastic cuts in 
wages would maintain full employment among wage-earners in the 
same way that drastic cuts in incomes maintain full employment 
among independent workers. 
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2 . The General Level of Wages 

What really matters to the worker is not his money wage but what he 
can buy with it. If his cost of living rises more than his money wage, 
he is worse off; his real wages have fallen. 

Trade unions naturally try to obtain increases in money wages 
whenever they can. If increases in money wages correspond to 
increases in the productivity of labour, the cost of living will not rise, 
for the additional spending power will be matched by an additional 
output of goods. But if money wages are increased without a corre¬ 
sponding increase in productivity, the cost of living is hkely to rise, 
the increase in labour costs being passed on to consumers. Otherwise 
there will be unemployment, for most firms cannot afford to employ 
as many w'orkers as before at a higher wage if the value of their mar¬ 
ginal product remains the same. 

Suppose that an industry is modernized by the investment of 
capital, embodying new methods and devices. The average output 
per worker will considerably increase. Should the workers get a 
corresponding increase in their wages? 

The increase in their (average) productivity is due to the new 
investment and not to any greater efforts on their part. They will 
gain, in common with other consumers, in so far as the new methods 
give them better products or cheaper prices. They will gain, as workers, 
in so far as increased investment tends to raise the marginal produe- 
tivity of labour rclativ'ely to that of capital. But if they insist on so 
large an increase in wages that the extra profit on successful innova¬ 
tions is swallowed up, they are wiping out the incentive to invxstors 
to take risks: they are killing the goose that lays the golden eggs. 

SuppcLSC that an increase in the demand for a certain product raises 
its price. The value, although not the amount, of the marginal pro¬ 
duct of labour in that industry is thereby increased. It is reasonable 
for the workers to demand higher wages, now that the industry can 
afford to pay mc:)re, although the extent to which their wages will be 
raised is limited if similar workers are readily available from other 
industries whose products have not risen in price. 

But if workers demand higher w’ages when the prices of their products 
rise, they should equally be prepared to accept lower wages when the 
prices of their products fall, although any such fall would be limited 
if workers could readily find employment in other industries. 

In practice, there is usually some increase in wages when product 
prices rise and some decrease when they fall, but wages remain much 
more stable than profits; it is usually profits that take most of the gain 
w^hen prices go up and meet most of the loss when they fall. 

The general level of real wages, as distinct from money wages, 
depends partly on the share of labour in the national income, and it 
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may also vary from time to time with changes in the terms of trade. 
But it is governed predominantly by the volume of output per head. 
Real wages in western countries have doubled or trebled over the past 
fifty to a hundred years because output per head has doubled or 
trebled; they are so much higher than in under-developed countries 
because output per head is so much higher. The only way to give 
everyone a bigger slice of cake is to have n larger cake to divide. 


3 . Differences in Earnings within an Occupation 

An occupation, in the ordinary sense of the term, may include several 
distinct kinds or grades of labour. The general and the private are 
both in the Army, the brain specialist and the general practitioner are 
both in the medical profession, the leading lady and the chorus girl 
are both on the stage. But why are there differences in earnings 
betw^een workers of the same grade, doing the same kind of job? 

They may be in different districts. The differences in money w'ages 
may merely equalize real wages, the low'cr money wages being ofl'set 
by a lower cost of living. This partly explains w^hy wage rates in 
countr>^ districts are often lower than in cities; the city w^orker has to 
pay more, as a rule, for house rent and farm produce and transport. 
Where there are differences in real wages between districts, they are 
due to those obstacles to mobility, discussed earlier, which hinder 
workers from moving to places where they could earn more. 

In the same district, one worker may earn more than another dur¬ 
ing any particular week because he works longer hours; for example, 
he may work overtime. In some occupations, including the public 
service, it is usual for employers to pay more to workers who ha\'c been 
with them longer, perhaps giving them an annual increment or ‘‘rise’’ 
in their pay. 

Where payment is by results, the more efficient or energetic worker 
will earn more. For example, one miner hewing coal at a piece-rate 
of so much a ton will earn twice as much as another if he hew's tw ice 
as much coal. 

In some fields—for example, for most types of work in the public 
service and in offices—payment by results is not possible. In other 
fields it is difficult to test the quality of the work done, and pay¬ 
ment by quantitative results might lead to bad workmanship. But 
a great deal of the work done in manufacturing, mining, and building 
could be paid by results. Would this be desirable? 

There is no doubt in my mind that it would be very desirable. The 
closer the correspondence between work done and pay received, the 
greater is the incentive to effort. The hard and efficient worker tends 
to become discouraged, and to slow down, when he sees his fellow 
workers getting exactly the same pay packet for less work. Payment 
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by results is not only the fairest method; it is also a powerful stimulus 
to greater output and thereby to higher real wages. Soviet Russia is 
well aware of this, and pays by results whenever possible.' 

In Great Britain, however, some of the trade unions object to pay¬ 
ment by results and insist on time-rates. This is due partly to the bad 
behaviour of certain employers in the past. When they saw that their 
workers could do much more work under the stimulus of piece-rates 
they cut the piece-rates, leaving weekly earnings not much higher 
than before for considerably more work. Hence piece-rates have come 
to be regarded by some groups of workers as a slave-driving device to 
get more work out of them for little extra pay. The feeling against 
piece-rates is due also to the fear that too much output may create 
unemploymenl and that it is better to spread out the work and make 
it last. The fear is sometimes partly justified; where the demand for 
a particular kind of labour (dock labour, for example) is relatively 
inelastic, a larger output per worker may mean that fewer workers 
will be needed. But a greater output per worker tends to increase 
rather than to decrease the demand for labour, although it may call 
for some transfers of workers between industries or occupations. Pay¬ 
ment by results would not create any general unemployment and it 
would do a great deal to increase the volume of output. One can 
understand the reasons why some trade unions oppose it, but the 
(:c)untry would benefit greatly if they could be persuaded to change 
their attitude. 


4. Dim krfnciis in Earnings between Occupations 

Some types of workers are cinjiloyed in a wide range of industries, and 
their wages are not much afifccted by the changing fortunes of par¬ 
ticular industries. A depressed industry has to pay the market rate to 
secure, say, typists or lorry-drivers, and a flourishing industry need not 
})ay more. 

Where the demand for a particular type of w' rker is confined to 
one industry, the demand for such workers is derived from the demand 
for the products of the industry; I discussed this point in the preceding 
chapter and will not repeat myself here. 

If every' worker could readily find employment in whatever occupa¬ 
tion he pleased, the net advantages of all occupations would tend to be 
equal. Some might pay lower wages than others, but the difference 
would merely ofiset the greater attractiveness of the work or of the 
conditions under which it was performed or shorter hours of work, 
longer holidays, and so forth. Workers would distribute themselves 
among occupations in such a way that net advantages were everywhere 
the same. 

In fact the net advantages of different occupations are by no means 
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equal. Within some groups of occupations, net advantages tend to be 
equalized. For example, a steward on a passenger liner probably 
earns more, including his tips and his bed and board while at sea, than 
he could earn on shore, but against this he has to spend most of his 
time at sea. But on the whole the more disagreeable kinds of work 
are among the worst*paid, while work in the best-paid occupations, 
including the professions and responsible business posts, tends to be 
relatively interesting and pleasant. The reason is, of course, that it is 
difficult for most workers to enter the better-paid occupations. This 
keeps down the numbers, and keeps up the margiiitil productiv’il\, in 
such occupations. What are the barriers to entry? 

They may be barriers enforced by law or by trade unions. For 
example, in some occupations the number of learners or apprentices 
is restricted. 

Some kinds of innate ability arc scarcer than otlicrs relatively to the 
demand for them. Thus many workers earn comparatively low wages 
because they lack sufficient intelligence or business ability or mec li- 
anical aptitude or artistic flair, and so on, to find employment in 
better-paid occupations which require one or more of Midi (|ualiti('s 
in a fairly high degree. 

But the main reason why more w^orkers do not enter the better-paid 
occupations is that they lack the necessary capital. Entrance to cer¬ 
tain occupations, such as the professions, is granted only to those who 
hav^e proved by some kind of examination that they have, attained at 
least the minimum standard of efficiency that is legally required. 
Thus many who may possess sufficient innate ability to enter (;ne of these 
occupations arc legally debarred because they cannot aflbrd to pay 
for the necessary education and training and to forgo what they could 
earn, during this period, by spending their time in w'orking for pay 
instead of in study. 

Hence earnings in such occupations usually exceed the earnings of 
relatively unskilled labour by much more than interest and amortiza¬ 
tion on the original capital outlay. Suppose, for example', that it takes 
a youth five years of university and hospital training to become 
qualified as a doctor. During this time he might have earned perhaps 
£2,000, and he might have paid perhaps /^500 in fees and for books 
and instruments. The interest on /^2,500 at 4 per cent is only /^lOO a 
year, and the amortization charge over a working life of, say, thirty 
years is considerably less. If, therefore, such a capital outlay brought 
him a return of £200 a year, it would be yielding him as much as most 
investments. Yet in fact the earnings of doctors usually exceed those 
of relatively unskilled occupations by much more than £200 a year. 
And this is mainly because young men and women who could become 
quite proficient in the medical profession cannot afford to make the 
initial investment and have no parents or friends who have both the 
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will and the means to make it on their behalf. Hence the child of well- 
to-do parents begins life with a great advantage—an advantage which 
has been substantially lessened but not destroyed during recent years 
by the increases in the scholarship and maintenance grants made by 
the State and other bodies to enable a limited number of children to 
continue their studies beyond the time at which they would otherwise 
have been compelled to enter the labour market. 

Again, a man requires capital to set up in business on his own 
account or to purchase a partnership in an established concern. Hence 
such fields, except overcrowded ones requiring relatively little capital, 
such as retail tr^ide, are closed to the children of poor parents unless 
they can manage to save or borrow enough capital, and it is not easy 
either to save much out of a small income or to obtain a substantial 
h^an without tangilde assets to serve as security for it. 

Some jobs arc obtained partly through influence, and in others, 
su( h as stockbroking or selling expensive cars, a personal knowledge 
of fairly rich people is an asset; so is the old school tie. 

We must therefore conclude that the main reason why the numbers 
in well-paid occupations are not greater is the inequality of incomes, 
which means inequality of opportunity. 

5 . The Earnings of Women 

The a\cragc woman earns considerably less than the average man.^ 
d'his is partly because in many fields her marginal productivity is less 
and partly because the great majority of women are concentrated in 
the worst-paid occupations. 

^Vhen we speak of “marginal productivity,” we mean the difference 
made to total receipts b\' employing one “unit” more, or less, of a 
given factor. In some occupations, such as those requiring consider¬ 
able strength, the physical output of a woman is less than that of a 
man; and such occupations may represent a larger demand for labour 
than those, such as the care of children, at whicn women are more 
ellicient than men. In other occupations, such as waiting, w^orkers 
render personal sersices to customers. Most customers prefer to be 
served by men, so that a man increases receipts more than an equally 
eflicicnt woman. Again, most men do not like working under a 
woman, so that a man in a position of authority may obtain more 
work from his male subordinates than an equally capable woman. 
Finally, most employers believe that men are more reliable than 
women and less likely to stay away owing to sickness or to refuse to 
work overtime or to leave them in the lurch by suddenly giving up 
their jobs. Hence a woman may earn less than a man in the same 

^ In October, 1953, average weekly earnings in Great Britain were: men, 189s. 2d.; 
women, 102s. 5d. 
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occupation either because her actual output is less or because it is 
believed to add less, especially in the long run, to the receipts of her 
firm. 

The other reason why women earn less, on the average, than men is 
that relatively few of them are in the better-paid occupations. This is 
partly because less is spent in educating girls than in educating boys: 
parents tend to invest their capital in their sons rather than in their 
daughters. It is partly because the general public is still rather shy of, 
for example, a woman solicitor or a woman doctor. Again, employers 
tend to think that the chief aim of a woman is to get married and leave 
her job, so that it would be a risky investment to train a woman for a 
higher-paid post in which she could not be readily replaced. Finally, 
many trades are closed to women, being held by law or custom (often 
supported by the view s of the organized male workers in the trade) to 
be “men’s jobs.” Thus in Great Britain women are kept out of mining 
(underground), iron and steel, heavy engineering, ])uilding, most 
railway transport, and printing. This may or may not l)e socially 
advisable; it certainly restricts the field of employment open to women. 
The combined result of all these factors is that the great majority of 
women w^orkers arc concentrated in a few occupations where, largely 
for that reason, w’ages are low^ 

6. The Earnings of Government Employees 

Apart from their nationalized industries and other trading enterprises, 
Governments do not produce goods and services for sale on the market. 
There is no question, therefore, of profits or losses. Unlike a firm, 
which has to cover its costs in order to survive, a Government can pay 
whatever wages or salaries it pleases. 

If a Government pays higher rates than are necessary, it is w^asting 
the taxpayers’ money and making civil servants a privileged class. 
The rates that are necessary are those which will attract and retain 
enough workers with the qualifications and abilities that the Govern¬ 
ment requires. If the rates offered are too low, the Government will 
be left with a number of vacancies which it cannot fill, or can fill only 
by accepting candidates who are not properly qualified. 

Relatively unskilled workers can be engaged on a temporary basis 
at market rates. They have no measurable productivity, in Govern¬ 
ment service, but, in so far as the Government pays the same rates as 
other employers, their wages are related to what their marginal produc¬ 
tivity would be in private employment. 

It is more difficult to fix appropriate rates of pay for the permanent 
posts. Some posts have no close parallel in private employment. And 
it is seldom a question of fixing a single rate for a post. In order to 
attract young men and women who will make the civil service their 
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career, they must be offered a “time-scale/’ with annual increments, 
and prospects of promotion to higher scales above the time-scale which 
they start on. 

I'here are several differences between a career in the civil service 
and a career in business or one of the professions. The former offers 
more security of tenure; an established civdl servant is there for life 
and need have no fear of unemployment. The civil ser\"ant gets leave 
and sick leave privileges, and a pension on retirement. The most 
senior ofheers have considerable responsibilities and powers in the 
administration of pul)lic affairs, and some candidates are attracted by 
the possibility of eventually rising to such a position. On the other 
hand, a successful business or professional man earns much more than 
a senior civil serv’ant, and the >oung man who is above the av^erage in 
ability and drive can get ahead more quickly either on his own account 
or as an employee in private enterprise. 

Young men and women who are choosing their careers will weigh 
the prospect of a civil service career against the other possibilities open 
to them. A Government should offer net advantages that compare 
sufficiently favourably with those alternatives to attract enough candi¬ 
dates with the various qualifications required, without paying more 
than is needed. 


7 . The Economy of High Wages 

A few employers may find it worth while to pay time-wages above the 
market rate for that type of labour. This will enable them to attract 
and retain the more efficient workers, to skim the cream from the 
labour market. A man who does, say, 10 per cent more work than 
the average w'orker is w’orth 10 per cent more pay; his employer does 
not lose, indeed he gains in so far as a smaller staff', and therefore less 
space and equipment, are needed for the same volume of output. 
Moreover, such firms will suffer less than othei's from the difficulties of 
labour turnover: their workers will be likely to stay with them, and it 
will not be necessary to be continually training new recruits to replace 
W’orkers who Iiax e left. 

If a few people stand on boxes to watch a procession over the heads 
of the crowd, they can see better. But if 0verybody stands on a box, 
their advantage disappears. In the same way, if all employers paid 
higher wages, none would reap the advantages that I have just 
mentioned. 

In some countries, such as the United States, w^ages are much 
higher than in others. But they are higher because output per worker 
is higher. The high wages are the effect, not the cause, of the greater 
productivity of labour. Workers produce more because they have 
more capital to assist them, because the country is not overpopulated. 
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because technical knowledge and skills are greater, because they are 
better trained or work harder. If employers in a low-wage country 
were to increase their wages, it is unlikely that this would lead to a 
greater output. It would not make the workers more skilled nor would 
it offer them any direct inducement to work harder. A better method 
would be to train them, or to offer them incentives by some form of 
payment by results. 


8. Hours of Work 

The “supply” of labour depends not only on the number of wcjrkers, 
but also on the amount of w'ork done by each worker. In most 
western countries the hours of work are now betwx*en 40 and 48 a 
week. Any increase or reduction in hours, unless they are very long, 
as they were in the first half of the nineteenth century, is likely to lead 
to a roughly corresponding increase or decrease in output. 

Leisure is an alternative to earnings. Workers can either work 
longer hours and earn more money or work shorter hours and enjoy 
more leisure. Many workers in tropical countries work little more 
than 20 hours a week. The reasons for this are a matter of contro¬ 
versy. But it is not pleasant to work in moist tropical heat, and w'e 
cannot blame workers w'ho avoid this discomfort by working only in 
the cool of the morning or evening instead of increasing their earnings 
by working longer hours. 

In western countries it may seem that workers (apart from “absen¬ 
teeism”) have no choice; they must conform to the length of the work¬ 
ing day, or shift, in the establishment where they are employed. But 
they can choose, collectively, through their trade unions. They can 
demand, when conditions are favourable, either higher wages or shorter 
hours. 

Each worker has his own scale of preferences betw^een income and 
leisure. Suppose that some workers (taxi-drivers with their own taxis, 
for example) are free to do as much or as little work as they please at 
the rate of, say, 4s. an hour. One may decide to work only a few hours 
a day; another may decide to work rather long hours in order to earn 
more. If a man decides to give himself an eight-hour day, this means 
that he prefers 32s. a day and sixteen hours for rest and recreation to 
any other combination open to him, such as 28s. a day and seventeen 
hours leisure or 36s. a day and fifteen hours leisure. He values his 
sixteenth hour of leisure more highly than a ninth 4s. a day, but he 
values his eighth 4s. a day more highly than the extra (seventeenth) 
hour of leisure which he could obtain by forgoing it. 

Suppose now that some change (higher fares, for example) enables 
him to earn 6s. an hour. Will he work longer or shorter hours than 
before? It is impossible to say. Some men would do more work. 
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others less, others—perhaps the majority—about the same. An extra 
hour now brings him in another 6s., instead of 4s. as before; on the 
other hand, an eight-hour day now gives him 48s. instead of 32s. as 
before, so that his need for extra income is less than before. We can 
be fairly certain that he will not reduce his hours of work so much 
that he still earns only 32s. a week, for that would give him consider¬ 
ably more leisure and only the same income. Nor is he likely to 
increase his hours so much that he has no spare time in which to 
enjoy his extra earnings. But we cannot say more. 


9 . Minimum Wages 

In Great Britain, Wages Boards were set up in 1909 to do away with 
“sweated” labour by fixing minimum wages for industries in which 
wages seemed unduly low or in which workers were not organized. 
'I here are now quite a number of these Boards (now called \Vages 
Councils), and by separate legislation Wages Boards have been 
established for agriculture and catering. 

Suppose that the minimum wage fixed for an industry is well abov^e 
the old wage. \Vhat are likely to be its effects? 

The workers who keep their job will be better off. The rise in their 
wages will enable them (if they so choose) to consume more and better 
f(K>d and other necessaries for efficiency, and may somewhat relieve 
their financial worries; in consequence their output may increase. 
But this is rather hypothetical; it is unlikely that they will at once 
increase their output by anything approaching the increase in their 
wages. 

If the employers have been exploiting their workers and making 
large profits by paying them less than they could earn elsewhere, the 
minimum w^age will put a stop to this practice. But it is difficult, 
except in isolated districts, for employers to pay much below market 
rales. In fact, most employers paying low wages, both in Great 
Britain and in other countries, are small men not making large profits. 

The minimum wage will tend to reduce the amount of employment 
in the industry'. Employers wall try to raise their prices to cover their 
increased labour costs. If they can do this, their sales will fall off - Tow 
much will depend on the elasticity of demand for the products. If they 
cannot raise their prices—owing, for example, to keen competition 
from similar imports—some firms will have to close down and others 
to reduce their staffs. Moreover, employers will tend to introduce 
labour-saving devices (at any rate, as time goes on and their existing 
plant begins to cost more for repairs) which would not have been 
worth while at the old rates of wages. If possible, they will also make 
more use of juvenile workers. 

What will happen to the workers who are thrown out of work? 
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There may be some industries in which wages are not controlled where 
they can find employment at about what they were earning before. 
Some of them may become workers on their own account, for there 
is no lower limit to the incomes of independent workers; for example 
they may join relatives who have a small farm, or they may take to 
hawking. Others may remain unemployed. The real difficulty is 
that the efficiency of such workers is so low that they cannot earn a 
good income; and this difficulty cannot be overcome by legal mini¬ 
mum wages. 

So far 1 have considered the results of fixing a minimum \vage for 
only one or a few occupations. It is instructive to consider what would 
happen if a Gov’ernment insisted upon a substantial rise in tlie real 
wages of every worker. Suppose it were to fix a basic minimum 
weekly wage for adult males, and a lower one for adult females—say, 
some 20 per cent above the level previously ruling for unskilled labour 
— permitting nobody to work for less, and were to raise wage rates in 
all occupations by about 20 per cent. In order to ensure that “real” 
wages were raised, it would doubtless make money wages vary with 
the cost of living, so that if the prices of the food, clothing, housing, 
and other things bought by workers were to rise, their money wages 
would rise correspondingly. 

This would close three loopholes left open when minimum wages 
are fixed for only a few occupations. Relativ^ely inefficient w'orkers, 
not worth the basic wage, would not be permitted to take a worse-paid 
job elsewhere. There would be little redistribution of labour: workers 
dismissed would remain unemployed. Further, a rise in prices due to 
a reduction of output would have much less effect in checking the 
diminution of profits, for higher prices would mean higher moiiev 
wages. Finally, the prices of labour-saving machinery and other 
devices would rise nearly as much as money wages, so that there would 
be much less scope for checking the fall in profits by altering methods 
of production. The result might well be a serious check to the accumu¬ 
lation, and investment, of capital; after a time, the total amount of 
capital in the country, represented by plant, stock-in-trade, and so on, 
might diminish. A fall in the amount of capital co-operating with 
labour must mean a fall in the marginal product of labour; in the 
absence of wage fixing, this would lead to a fall in wages; if real wages 
are maintained, it will lead to further unemployment. 

Such a policy might “squeeze” owners of existing plant and other 
equipment, but our reasoning suggests that it might cause considerable 
unemployment—much more, proportionately, than minimum wages 
in one or two occupations only—and that the number of unemployed 
might increase as time went on. This would be so if the fall in profits 
and the increase in taxation (to provide for the unemployed) caused 
the total capital of the country to diminish. The history of wage 
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regulation in Australia, where it has been practised more extensively 
than in most countries, shows that the dangers of such a policy are 
real and have been recognized by wage-fixing authorities. On more 
than one occasion they have shrunk, despite or because of their desire 
to ]:>romote the welfare of wage-earners, from trying to discover by 
experiment whether the abyss of cumulative disequilibrium described 
above was merely a bogy created by economists. 


10 . Trade Unions and Wages 

'Fradc unions play a useful part in safeguarding and promoting the 
interests of tlie workers. If workers were completely unorganized, 
increases in wages, and reductions of hours and other improvements 
in working conditions, would depend, apart from State action, on 
employers: on firms, wishing to expand in oider to increase their profits, 
Ijidding against one another for labour. But a tacit agreement among 
(‘Uiployers not to sjxhl the market by raising wages w^ould lead to 
exploitation; profits would get a larger share of the product than was 
needed to maintain an adequate flow of investment. 

In some countries, representatives of trade unions and of employers 
are closely consulted by the Government on economic policy. In 
Hcdland, for example, the trade unions agreed some years ago to 
accept a general reduction of 5 per cent in real w^ages, accompanied 
b\ a still greater cut in profits; a round-table conference had convinced 
tlicrn that this course was in the best interests of the country' and of 
the w'orkers as a whole. In Great Britain, the Trade Union Congress 
and the British Employers Confederation are frequently consulted on 
public policy. I he T.U.C'. agreed to a general fieezing of wages 
during 1950 - 52 in euder to check inflation. 

The difficulty is that the interests of particular groups of workers 
clash with those of workers as a whole. Each particular group wants 
to increase its owti wages, although it would like the cost of livang to 
l)c kept stable, which means that it w'ould like other wage rates to be 
kept more or less stable. Most workers do not appreciate the desir¬ 
ability of maintaining ah adequate flow of investment, and think that 
there is alw^ays plenty of scope for “squeezing” profits further. Hence 
some groups tend to disregard the advice 'of their leaders (especially 
if the latter arc “suspect” owing to their close association with the 
Government) and to start “unofficial” strikes. 

If two or three trade unions succeed in obtaining wage increases, 
other trade unions will be very likely to press for increases in order to 
maintain the relative position of their workers. Such a “round” of 
wage increases wall raise tlie cost of living, and the net benefit to 
workers as a whole will be small. The export industries are danger 
spots. If a country relies largely on exports which have to be sold at 
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world prices, higher wages in the export industries may lead to unem¬ 
ployment and a smaller volume of exports. 

If other wage rates remain fairly stable, and there is no general 
upward movement, there are limits to the wage increases which any 
particular trade union can secure for its members. On the demand 
side, the three influences are the elasticity of demand for the products, 
the proportion of total costs formed by that type of labour, and the 
possibility of substituting other factors for it. 

If the increased wages are added to prices, the demand for the 
product may fall considerably, substantially reducing the amount of 
employment in that industry. This is especially likely if the product 
competes with imports, the prices of which do not rise. Hence trade 
unions sometimes support employers in asking for greater restrictions 
on imports, in order that both profits and wages in the industry may be 
raised—at the expense of consumers. 'I’he less elastic the demand for 
the product, the better are the prospects of obtaining an increase in 
wages. 

If that type of labour forms a small proportion of the total costs, a 
rise in its wages will increase the price of the product relatively little. 
For example, a substantial rise in the wages of plasterers would not 
add much to the cost of producing houses. Contrast a rise in the 
wages of coal-miners, which form a large proportion of the total cost 
of producing coal. 

There is, however, always the danger of substitution. A rise in 
wage rates may induce employers to make some change in their methods 
of production, or possibly in the nature of their product, which enables 
them to keep down their costs by employing less of this type of labour. 
Another possibility is that women might be trained to do that type of 
work for lower rales than those enforced by the men's union. 

There are limits also on the supply side. Clearly a trade union will 
not have much power unless it includes the majority of workers in that 
occupation. Employers will not be greatly perturbed if only some ol* 
their workers, the members of the union, threaten to strike, provided 
that they can carry on with the help of the non-unionists who remain, 
and can replace the strikers by workers draWn from the unemployed 
or from other jobs. (Hence the importance attached by trade unions 
to the closed shop, employing only union w'orkers, and to their right to 
peaceful picketing, to keep away other w'orkers, when they are on strike.) 
Even if a union controls all the workers in one district, its power is 
limited if employers can import workers from other districts or even, 
possibly, move their establishments to other districts where labour 
costs are lower. These considerations explain the growth of nation¬ 
wide industrial unions, embracing all types of workers in an indus¬ 
try. Such a union can force employers to close down when it calls a 
strike. 
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Again, the power of a union depends pardy upon its funds. Its 
main weapon is the strike. If the strikers cannot support themselves 
and their families, they may be starved into submission; hence the 
importance of union funds. Public assistance given by the State, as 
in Greiit Britain, clearly strengthens the hands of the unions. The 
strikers (or their families) can fall back on public assistance. More¬ 
over, a union may not be deterred from demanding substantial wage 
increases by the knowledge that, if it succeeds in getting them, a con¬ 
siderable number of its members will be unemployed. It may reckon 
that the higher wages of those who keep their jobs, plus unemployment 
benefits for those who do not, will mean a larger total income for its 
members, taken as a group. If every union took this line, the result 
would be either a marked rise in the cost of living or heavy unemploy¬ 
ment, but from the standpoint of any one union it may seem to be in 
its interests to insist on substantial wage increases. 

Let us suppose that a trade union docs succeed in inducing em¬ 
ployers to pay w£ige rates substantially higher than those prevailing in 
(ornparable occupations. C^an these relatively high wage rates be 
maintained;^ 

I say ‘‘occupations’’ rather than “industries” because it w'c-)uld 
cleai'ly be dilficult for an industrial union, covering many types of 
workers, to maintain the wages of, say, clerks c;r unskilled workers, 
appreciably above the wages of similar workers in other industries. 
The industrial union, with a large and comprehensive membership, is 
more jiotent in using the weapon of the strike to obtain a general in¬ 
crease in wages, but it is the “craft” or “occupational” union that is in 
a better position to raise the wagets of its members relatively to those of 
other workers. 

A relatively high wage rate will attract new entrants. Boys leaving 
schoed will be drawn to that occupation rather than others. Some 
workers in other jobs requiring similar capacities and skills will try to 
transfer into that occupation, especially if this does not involve changing 
their residence. 

But a large influx of new workers would tend to rob existing mem¬ 
bers of the union of their gains. If the new workers all joined the 
union, and refused to undercut the new and higher level of wages, 
there would be a corresponding increase i'l unemployment, in which 
the original members of the union would share. If the new^-comers 
were left out of the union or refused to join it, possibly forming a new 
union of their own, they might well obtain employment by accepting 
wages higher than they could get in other occupations, but neverthe¬ 
less lower than those secured by the union, and they would dislodge 
union members from their jobs. 

It follows that a union can maintain wage rates substantially above 
those of comparable occupations only if it can somehow limit the 
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number of new entrants to its occupation. A union, like any other 
monopolist, can raise its price only by restricting supply. 

The most common method is to insist on a minimum period of 
apprenticeship for new entrants, and to limit the number of apprentices 
per journeyman. If the State can be induced to give such rules the 
sanction of the law, so much the better; otherwise the union must try 
to enforce them by threatening to strike if they arc broken. Another 
method, practised by some unions in the United States, is to insist on 
a closed shop, that is on the employment of union members only, and 
to charge high initiation fees which deter new-comers from joining 
the union. In Great Britain, some unions try to safeguard their posi¬ 
tion by insisting on strict lines of demarcation. A particular task must 
be performed only by one particular type of worker, although another 
type of worker could in fact carry it out quite well and often more 
conveniently: for example, he may be on the spot wliile the other has 
to be sent for. 

Another practice adopted by some trade unions is to go slow in 
order to spread the work; for example, to limit the number of bricks 
which a l)ricklayer lays per day. T\m is another example of a clash 
between the interests of a section and those of the community. If all 
workers followed this polic)’, deliberately doing less work than they 
could, the volume of output would be kept down and the cost of living 
would be forced up. 



CHAPTER XXVII 


INTEREST 

1 . Differences in Rates of Inter?:st 

Interest is the price paid for a loan. If you borrow and promise 

to pay back £10S at the end of twelve months you are promising to 
pay a rate of interest of 5 per cent per annum. 

At any moment, there are many different rates of interest. One 
borrower can borrow at a lower rale than another, and the same 
borrower has to pay a higher rate on one type of loan than on another 
type. 

Differences in the rate which different borrowers have to pay for 
similar loans are due to difl'ercnces in their credit standing. The 
lender parts with his money and receives in return an lOU—it may 
l.)c called a bond, or a mortgage, or a bill of exchange, or something 
else, but essentially it is an lOU. Will the borrower be able and will¬ 
ing to keep liis promise? Will he make the interest payments on the 
dates specified? Will he repay the loan when it falls due for repay¬ 
ment? There is always some risk of default. This risk is considered 
quite negligible on loans to the British Government, and the long¬ 
term rate of interest is taken to be the rate at which the British Govern¬ 
ment could borrow for a k)ng period, as measured by the yield on the 
market price of long-term British Government securities. For example, 
if £100 face value 2 2 per cent Consols can be bought for £60, this 
means that the present value of a promise by the British Government 
to pay £2 10s. a \'ear for ever (for Consols have no redemption date) 
is £60, equal to a yield of x 21 ==4J per cent. The rate of interest 
which the British Government would have to offer to obtain a long¬ 
term loan is 4^ per cent. Most other borrowers, whether Govern¬ 
ments or local authorities or companies, would have to offer more. 
For example, if the 5 per cent bonds of tii:: ^Tovernment of Ruritania 
are standing at 80, that Government would have to offer about 
per cent. I'he higher rate that another borrower must offer is mainly 
a risk premium to cover the risk of default. 

Another reason for differences in interest rates is sometimes the 
security provided by the borrower. Often lenders have the right to 
seize certain assets belonging to the borrower if he does not pay them 
the agreed interest, or repay them their loans at the due dates. Thus 
the holders of debentures can often seize the assets of the company, and 
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the holders of mortgages the property that is mortgaged. This right 
lessens their risks; the more valuable these assets compared with the 
amount of the loan, the lower will tend to be the risk premium that 
the borrower has to pay. 

Other conditions attached to the loan, such as any premiums or 
discounts when the loan is repaid, the currency in which it is to be 
repaid, and the extent to which the interest on it is taxed, may affect 
the rate of interest that the borrower has to offer. Another factor of 
some importance is the marketability of the lOU. The lender may 
wish to sell it to somebody else before it falls due for repayment. If it 
is a well-known bond, readily saleable on the Stock Exchange, it will 
carry a lower rate of interest than a security less easily marketable, 
such as a mortgage or the bond of a small company. 

Finally, loans are made for different periods of time. At times of 
financial crisis, when some firms badly need cash to pay creditors 
pressing for repayment, or during periods of marked inflation or Stock 
Exchange speculation, when large gains may be made by using bor¬ 
rowed money, short-term rates are often high. As a rule, however, 
the more distant the date of repayment, the higher must be the rate of 
interest. This is because of the risk that the market value of the lOlJ 
may fall as time goes on. A lender who makes a loan for a short 
period is due to receive a definite sum in cash at tlie end f>f that period, 
whereas the holder of a long-term bond who needs cash may have to 
sell his bond for whatever it will fetch. 

If the price of 2-J per cent Consols is 60, giving a yield of 4^ per 
cent, you might expect that a per cent British Government bond 
due for repayment in a year’s time would sell for about 98 ^; the buyer 
would get 2i interest plus another 1^ on redemption. In fact, it ma\ 
sell for rather more; the redemption date is so near that it is virtually 
a short-term security. 

The above discussion partly explains the role of financial institutions 
such as banks and insurance companies which act as middlemen 
between lenders and borrowers. A bank may create credit, but in 
addition it acts as a middleman, like a savings bank. It may pay 
interest on deposits, which are really loans made to it by depositors. 
It pays a relatively low rate, or nothing at all (on current accounts), 
because its credit standing is high and because any depositor can w^ith- 
draw his money at short notice. But in fact payrnents-in are likely, 
over a period, to offset withdrawals. Hence the bank can relend, in 
relatively large amounts and for relatively long periods, at a higher 
rate of interest. It adds together, as it were, small amounts of short¬ 
term loans in order to provide borrowers with the type of loan they 
want. 

If you look at the list of Stock Exchange prices you will find that 
most of the securities quoted (at least, most in number, although not 
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in aggregate value) are not fixed-interest securities like Consols, but 
are shares with a fluctuating yield. A fixed-interest security gives the 
holder a fixed money return; his return from shares depends on the 
dividends declared. But as anybody can choose to buy either fixed- 
interest securities or shares, we should expect the current yield on both 
to be about the same after allowing for risk; shares are more risky than 
most bonds. This is more or less the case. At the same time, a firm 
that borrows money at fixed interest from the banks or the public 
expects to make a profit by using the loan in its business. Hence a 
low rate of interest tends to encourage new investment and a high rate 
of interest to deter it. 


2 . The Marginal Productivity of Capital 

Why do entrepreneurs borrow? And why are they prepared to pa\ 
interest on the money they borrow? The obvious answer is that the\ 
hope to use the loans in ways that yield them a profit greater than the 
interest they pay. If an entrepreneur could borrow as much as he 
wished at the ruling rate of interest—often he cannot—he would 
borrow up to the point at which the marginal cost equalled the mar¬ 
ginal revenue. The marginal cost at, say, 5 per cent w'ould be a 
year on each /^lOO he borrowed. The marginal revenue w’ould be 
the increase in his receipts from using that money. So long as marginal 
revenue exceeded marginal cost, he would increase his net profit b\' 
borrowing more. 

How will an entrepreneur use borrowed money? Some firms 
normally borrow working capital to pay for raw materials, labour, and 
other items of current costs. But let us consider a firm w Inch borrow's 
to expand its activities. Perhaps it is making more than normal profits. 
It may be so efficiently managed that expansion would pay; or the 
demand for the types of products it makes may have increased, raising 
their prices. Perhaps it washes to launch out into the production of a 
new' type of good or service in the belief that the potential demand is 
large enough to make the venture profitable. Perhaps it expects to 
reduce its costs per unit of output by installing a plant of improved 
design or of a larger and more efficient size. In any event, the firm 
expects to make a larger total net profit Tian it is making now'. The 
need to borrow—or, more accurately, to use more free capital obtained 
from somewhere—arises from the fact that production takes time. Expen¬ 
diture on production is recovered by receipts from the products only 
after an interval of time. The fanner must wait until his crop is sold 
before he can recoup himself for his expenditure in producing it; 
expenditure on constructing durable assets (including planting and 
tending trees or building up a herd of livestock) is recovered gradually, 
from the receipts from the products, over the working life of those assets. 
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The possibility of paying interest arises from the greater productivity of 
methods using more real capital, A given amount of labour will produce 
more shoes if some of this labour is first used to make shoe machinery 
and to build a factory than if all the labour makes shoes by hand. 
(Output is further increased by specialization; some workers specialize 
on machine-making, some on building, and so forth.) Farmers who 
install an irrigaticm system may get larger yields of crops. A railway 
may save fuel, thus reducing operating costs, by building a tunnel to 
avoid having a steep gradient. But such investment pays for itself, 
with profit, only in the future, sometimes only over a long period. 

Of course, not all methods of using more capital (or “roundabout” 
methods) give a greater output. Only those are used that give the 
greatest gains over more direct and primitive methods. And many 
projects that would more than cover their costs if interest were zero 
cannot be undertaken. The total amount of labour and other resources 
is limited; the community can spare only a part of them for investment 
— the rest are needed to provide for current wants. Somehow or other 
the most promising of the many projects must be selected. That is 
the function of the rate of interest; it rules out projects which cannot 
cover the interest charge as w'ell as their other costs. A socialist State, 
in which there was no priv'atc property in means of production, would 
need to use a notional rate of interest for purposes of calculation in 
order to decide which projects offered the best prospects, the highest 
probable return, and should therefore be given priority over others 
(unless some of the others served purposes such as Defence, for which 
the question of yields of extra output is not relevant). 

Free capital flowing into new investment (as distinct from the pur¬ 
chase of securities or other assets from their present owners) tends to 
go where its yield is expected to be greatest. If one field offers better 
prospects than others, new firms will enter this field and firms cilready 
in it will expand. In this way, sooner or later the expected rate of 
profit, or marginal productivity of capital, will be equalized between 
all the various fields that it can enter freely. For example, if the 
expected rate of profit in making shoes is high, an increase in shoe 
factories and thereby in the output of shoes will eventually bring down 
the price of shoes until the marginal productivity of capital in that 
field is no higher (after allowing for risks) than elsewhere. 

This result may be brought about more cjuickly by a rise in costs. 
For example, if house-building offers better prospects of profit than 
other fields, it may take a long time before additions to the supply of 
houses substantially reduce rents. But if the rate of house-building 
doubles (adding, say, 4 per cent instead of 2 per cent, as formerly, to 
the existing stock of houses) wages in the building trades and other 
building costs may rise until rates of profit are reduced to normal. 

It will be remembered, however, that under monopoly the assets 
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owned by the monopolist may yield more than the current rate of profit 
because free capital seeking investment cannot enter that field. 

A further point is that the prospective return from some investments, 
such as new gold-fields or a new type of business, may be very uncer¬ 
tain. But investors in such fields must and do decide, after weighing 
the various chances of gain and loss, that on balance the prospects of 
profit are as attractive there as elsewhere, indeed more attractive to 
those who like a gamble, risking the loss of some or all of their capital 
for the chance of an exceptionally high return. 

I conclude this section by trying to explain why an increased invest¬ 
ment of capital tends to reduce the marginal productivity of capital, 
so that an increase in the supply of free capital seeking investment 
tends to bring down the expected rate of profit and the rate of interest. 

It is easy to see that as more and more capital is inv^ested in one 
particular field, output will increase, product prices will fall, and the 
rate of profit will be reduced. But why should a greater investment 
of capital, spread over all fields in accordance with the preferences of 
consumers, reduce the general rate of profit? If it brings down the 
price of shoes, it will ecpialh' bring down the price of ships and sealing 
wax. Whether or not prices fall will depend on monetary policy. But 
if they do, the prices of producers goods wall fall (for investment wall 
take place in the capital goods industries, too) as well as the prices of 
consumers’ goods. 

We have to explain why the physical marginal productivity of capital 
diminishes w'hen the amount of capital increases. At first sight, it 
may seem that we cannot account for this by invoking the law’ of 
diminishing returns. For free capital can be turned into any form, 
can be used to purchase or hire any type of factor, so that w’c are not 
dealing with a case in w’hich the supply of one physical factor of 
production increases relatively to that of others. 

Tlie main explanation is that some factors cannot be increased at all, 
or can be increased only at an increasing cost. The most suitable 
sites arc limited in number; so is the area of fairly fertile land; so also, 
since we cannot produce robots or slaves at will, is the total labour 
force. A greater output of many raw materials can be obtained only 
by resorting to sources of supply that are less fertile or less accessible 
or more difficult to w^ork-—in other words^ enh at an increasing cost; 
and after a point increased fertilization and other improvements to 
land yield a diminishing return. 

The consequence is that an increase in the amount of capital used 
does in fact involve a change in the proportions of the various physical 
factors, and the resulting combinations are less productive than they 
would be if ever\’ factor (for example, rich mineral deposits and fertile 
land) could be increased with equal facility. For this reason, the 
marginal return on capital at any moment, measured by the rate of 
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profit per ;^100 invested, would be greater if there were less capital 
and less if there were more capital. 

But as time goes on, the march of science and discovery reveals new 
ways of using capital—that is, of increasing output by the use of more 
capitalistic methods of production—and this tends to push up the rate 
of interest. The influence of this force may be greater or less than the 
influence of the accumulation of capital, which tends to reduce the rate 
of interest. In Great Britain and most western countries there has 
been a large increase in the amount of capital during the past fifty or 
a hundred years, but new ways of using capital have prevented any 
permanent fall in the rate of interest. 

3. Borrowing by Governments and Consumers 

The last section discussed the demand for loans from industry and 
trade. I include nationalized industries under this licading; in so 
tar as thc\' aim at making a profit, they will borrow only if they expect 
that their additional receipts from the investment will at least cover 
the int('rcst charges on the loan. 

d'hcix' is also a demand for loans from bonx)vv(‘rs who do not aim at 
making a pmfit. Government and local authoi'ities arc tlic largest 
liorrowcrs ol' this type. They do not have to show a profit; interest 
charges and rep^iyments can be covered by taxation or by new 
})orrowing. 

In war-time, Government borrowing may b(‘ very^ large. During 
the last war, the British Government borrowed some £\() milliard, 
nearly half its total expenditure during the seven financial years 
1st April, 1939 to 31st March, 1946. 

Governments sometimes borrow in peace-time, usually to carry out 
development programmes. Much of this public investment (for 
example, on roads or on schools and hospitals) may not yield any 
money revenue, but its value to the community is deemed to exceed 
its cost sufficiently to justify the loan. 

Loans for non-business purposes are borrowed also by persons and 
by institutions. A man may borrow in order to buy a house of his 
own, instead of paying rent. A young couple may borrow to buy 
furniture or other durable household goods, perhaps by paying for 
them on the hire-purchase plan. Others may borrow to meet heavy 
unforeseen expenses, such as the cost of an illness, or to spend more 
now in anticipation of future increases in their income or assets. 

All these demands for loans compete with the demands from industry 
and trade. Other things being equal, increased demands for loans 
from any source will tend to raise rates of interest. The rates that 
non-business borrowers have to pay will depend on the expected mar¬ 
ginal productivity of capital in industry and trade. That is why 
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interest rates are high in under-developed countries, where capital is 
scarce and its marginal productivity high, and why they are higher in 
times of prosperity than in times of depression. 


4. Saving 

The supply of loan capital may come largely from bank credit, of 
which more later. The other source of supply is saving. Not all 
savings are lent. Some are invested directly; for example, Govern¬ 
ments construct roads and other physical assets, companies plough 
back their undistributed profits, individuals build houses for them¬ 
selves. Again, some savings are used to buy “old’’ securities or are 
held as cash balances. This section discusses the total supply ol 
saving. 

Saving may be performed by Governments (and other public 
authorities) or by companies (and other firms) or by private persons 
(and institutions). 

The expenditure of a Government may be roughly divided into 
ordinary expenditure to meet current needs and capital expenditure 
on developmental and other projects. The division is only a rough 
one. Even the ordinary expenditure of a Government contains some 
items, such as new buildings, improvements to roads, and other addi¬ 
tions to physical assets, which can strictly be termed investment. It 
also includes a good deal of expenditure on measures to improve the 
health and education of the community. Such measures are analogous 
to investment, for future productivity can be promoted by increasing 
the efficiency of the population as well as by increasing physical assets. 
The same applies to public expenditure on promoting research. 

On the other hand, the revenue of most Governments includes some 
taxes, notably death duties, that are probably paid out of capital. 
The taxpayer sells some of his assets to pay his taxes, and thus cancels 
out, by this dissavings a corresponding amount of new saving by the 
buyers of his assets. In Great Britain, taxes on capital averaged nearly 
^200 million a year during 1948-53. 

The conventional measure of the saving or dis-saving of a Govern¬ 
ment is its budget surplus or budget deficit. When its revenue (includ¬ 
ing taxes on capital) exceeds its ordinary expenditure (including some 
expenditure which is really of a capital nature), the excess is a budget 
surplus. This surplus is available for public investment; it represents 
compulsory saving imposed on the community by the Government. 
Conversely, when the ordinary expenditure exceeds the revenue, the 
excess is a budget deficit; the Government has to borrow in order to 
cover it and also to pay for any special capital expenditure. 

In the same way, local authorities, taken together, may show either 
a surplus or a deficit. 
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A Government may compel employers and employees, and possibly, 
as in Great Britain, self-employed persons also, to contribute to 
national insurance funds or provident funds, and these funds also may 
show either a surplus or a deficit on the year. 

The saving of companies is the undistributed profits which remain 
after providing for depreciation and taxation and for dividends and 
interest. It tends to be high during a period of rising prices, such as 
1950 and 1951, because profits include the amount by which the value 
of stocks of goods owned by the company at the close of the year 
exceed the value of stocks owned at the beginning of the year. 

Personal savings are total personal savings less the dis-saving of 
persons who sold some of their assets to meet their current expenditure. 

In Great Britain, personal saving plays a less important part than 
it did before the war. It is being replaced, to a considcral)le extent, 
by compulsory sa\ing imposed by the State. This is due partly to 
higher taxation—in so far as tax revenue is spent on capital purposes 
it is compulsory saving. It has been estimated that the relatively rich, 
taken as a whole, do not add enough to their fortunes during their 
lifetimes to cover the death duties payable on them when they die. 
Tlie relatively poor have to pay heavy taxes on tobacco and beer, 
purchase-taxes, and insurance contributions; they have not much 
margin for saving. 

At the same time, the motives for personal saving have been some¬ 
what weakened by the \\ elfare State. Powerful motives used to be a 
desire to provide for one’s old age, to have a reserve against periods of 
unemployment or illness, to pay for the education ol one’s children. 

1 he State now compels people to contribute to national insurance 
schemes which give them pensions on retirement and money benefits 
when they are unemployed or sick, and provides, out of taxation, free 
health services and free education, including higher education. 

Nevertheless the need fcjr private saving is still great. Much invest¬ 
ment is needed, both at home and overseas, in order to increase future 
output, and it is l^etter that this should be provided by voluntary 
saving than b) still higher taxes, or by inflationary measures, or not at 
all. 

Assuming that investment is adequate to absorb all planned saving, 
what determines the total volume of savang? 

The social framework plays an important part. Clearly there is likely 
to be more saving in a society where thrift is encouraged, where 
institutions such as savings banks, building societies, and the Stock 
Exchange provide outlets for savings, and where life and property are 
secure, than in a more primitive or unsettled society, where property 
may be seized by the Government or by bandits or destroyed by civil 
^var. 

The rate of interest might be expected, like any other price, to call 
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forth a greater supply when it is higher than when it is lower. But in 
fact the rate of interest has little direct effect on the amounts saved by 
Governments or companies; and the savings of insurance funds depend 
on the number of pensioners and the amount of unemployment, sick¬ 
ness, and so forth, and not on the rate of interest. Very high rates of 
interest would no doubt tempt many individuals to forgo more present 
consumption in order to take advantage of them. And very low rates 
would induce some elderly people to consume their capital by selling 
Income-yielding assets in order to purchase annuities: for example, a 
man of 50 with an income from property could treble that income for 
the rest of his life (and die leaving nothing) if the rate of interest were 
only 2 per cent. It is fairly certain, therefore, that rather more would 
be saved—other things being equal—at a higher rate of interest. But 
not much more—at any rate, not within the range of 3 to 5 per cent 
which has prevailed in Great Britain for many years. The supply 
curve of savings probably slopes upward to the right, in the usual wa), 
but very steeply. 

It may be noted that the net return obtained by a lender is the 
interest less the income tax on it. If the standard rate of income tax 
is 9s. in the £, ^ cent yields only £2 4s. net. 

Expectations of changes in the value of money affect the volume of saving. 
If people expect a substantial rise in prices, they are likely to buy 
durable goods and to save less. If prices rise by, say, 10 per cent 
during a year, anybody who has lent at less than 10 per cent has 
really made a loss, for /^llO at the end of the year (even if the extra 
£\0 is not taxed) buys only as much as £100 at the beginning of the 
year. During such periods of inflation, therefore, people are anxious 
to borrow (in order to bu\' goods to be sold later on a rising market) 
and not to lend; and money rates of interest may rise to very high 
levels. If, on the other hand, the general level of prices is expected to 
fall, people are likely to hold off buying, in other words to increase 
their saving (perhaps thereby hastening a slump); and money rates of 
interest are likely to be low. 

The main factor governing the volume of saving is probably the size 
of the incomes out of which the savings are made. The amount of 
Government saving depends, of course, on the policy followed by the 
Government. But a larger national income makes it much easier for 
a Government to budget for a surplus by increasing rates of taxation 
or imposing new taxes; and even if it does neither, the yields from 
existing taxes will be higher. 

Similarly with companies. When profits arc high, larger sums can 
be placed to reserve. Many companies try to pay fairly steady divi¬ 
dends, putting more to reserve when their profits are high and less 
(sometimes nothing, indeed sometimes depleting their reserv^es to pay 
dividends) when they are low. 
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Similarly with private persons. Experience suggests that as a rule 
a person will save a larger amount, and probably a larger proportion, 
out of a larger income. We should expect this to happen. For a 
person needs to spend only a certain sum on his own consumption, 
and therefore a rich man has a bigger margin available for saving than 
a poor man. 

I have taken saving to mean net saving, over and above what is 
required to maintain existing capital intact. But of course everybody 
who owns marketable assets is free to sell some of them and consume 
the proceeds. A company need not set aside from its gross earnings 
enough money to replace all its assets when they wear out or become 
obsolete. A Government can borrow more than it spends on capital 
purposes. In short, Governments and companies and individuals must 
constantly choose not only whether they will save more or less, but 
also whether, and to what extent, they will consume their capital. 
The total amount which, instead of being consumed, is spent in main¬ 
taining, as well as in increasing, the total stock of capital may be 
termed gross saving. 

The following are estimates ^ of gross saving in the United Kingdom 
during the last three years— 

Gross Saving: U.K. {£ million) 


^ 95 ^ 1952 1993 


Persons ...... 

237 

706 

870 

Companies ..... 

1,209 

1,011 

1,207 

Public Corporations .... 

142 

144 

1G3 

Additions to tax and dividend rcservc.s 

521 

G 

48 

Central Government . . . . I 

439 

298 


National Insurance Funds . 

154 i 

51 


Local Authoriti(\s .... 

GB 

81 

118 

Total 

2,770 

2,297 

2,379 


The estimates for “persons” include the gross savings of professional 
persons, farmers, and other sole-traders and partnerships, as well as of 
individuals not owning any business. Tliey have been calculated as a 
residual item, and not directly, and are subject to a large margin of 
error; nevertheless their increase during recent years is an encouraging 
sign. 

The estimates for the Central Government are made after deducting 
capital taxes and adding capital transfers (for expenditure on capital 
purposes). The revenue of the Central Government includes defence 
aid from the United States {£,12\ million in 1952 and million in 
1953). 

^ From the 1954 Blue Book: Tables 6 and 32 . 
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The National Insurance Funds have been making savings, thus 
building up reserves, for a number of years. In future, they may show 
a growing annual deficit, for the numbers drawing retirement pensions 
from the Funds will steadily increase, and rates of benefits may be 
increased (to offset the increased cost of living) more than rates of 
contributions. 

The Blue Book does not attempt to estimate how much should be 
deducted for depreciation, etc., in order to obtain an estimate of net 
saving.^ But I think it can safely be said that the amount of net saving 
increased during 1953 and 1954 and now exceeds 10 per cent of the 
national income. 


5. Types of Assets 

One reason why it has been difficult to present a clear picture of the 
forces behind the demand for and the supply of loan capital is that a 
large part of saving (and of increases in bank credit) does not go into 
new loans. The amount of investment, of new physical assets created, 
is of fundamental importance to a community. But the volume of 
lending is, so to speak, accidental. Whether free capital goes into 
investment directly or via a loan is relatively unimportant. 

Moreover, savings an* often used in the first instance to purchase 
existing securities or other assets; the money may change hands a 
number of times before it finds its way into new investment. 

At this stage, it is convenient to consider the various kinds of assets 
that a person can acquire with his savings instead of spending the 
money on consumers’ goods for his current consumption. With a 
(Government or a company, the alternative to acquiring such assets 
would be to leave taxpayers, or to give siiareholders, more money, 
which they could spend or save as they pleased. 

I shall simplify by considering only the four main types of assets. 
They may be called for brevity bonds, shares, bills, and money 
balances. 

Long-term fixed-interest securities may be termed bonds. When such 
securities are first issued, they represent a loan made by the public to 
the Government or the company that issues them. The rate of interest 
payable on them is fixed. Suppose it is fixed at 3 per cent on each 
;iri00 face value of bonds. A lender parts with ;^100, which he might 
have spent instead on his current consumption or used to buy some 
other type of asset, and gets a piece of paper in return. (In some 
cases—for example. Consols—his name is inscribed on a register and 

^ The figures of Depreciation given on page 88 of the Blue Book total £672 million 
for 1951 , £681 million for 1952 , and £788 million for 1953 . But they include “initial 
allowances” (see page 413 ); on liie other hand, they do not cover all classes of fixed 
assets and they are mostly statutory rates, which on the whole were too low to provide 
adequately for replacements. 
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he has no piece of paper, but that does not affect the argument.) This 
paper title gives him the right to a fixed income of £3 a year. It would 
perhaps be more enlightening to call bonds “fixed income” securities 
rather than “fixed interest” securities. For the rate of interest will 
change, up or down, as time goes on. 

The holder of this paper title can sell it at any time, through the 
Stock Exchange, to scanehody else. But he may not get £100 for it. 
The value of a right to £3 a year depends on the current rate of 
interest for that type of security; it will equal /^3()0 divided by the 
current rate of interest. 

The advantage of a bond is that it yields a fixed and certain money 
income, provided only that the borrower does not default. The draw- 
]:)ack is that its market value will fall if the current rate of interest 
rises. 

I turn to shores. The owner of an “ordinary” share in a company 
whose capital is represented by 1,000 such shares, owns one-thousandth 
of the assets of that company and gets one-thousandth of the profits. 
He plays little part in the management of the business, but he shares 
in the risks and in the profits. In these respects he resembles the man 
who invests his capital in his own business or in, say, houses. I use 
“shares” as a brief term to cover all real capital yielding profits. 

Suppose a man owns a share of face value ;{^100 in a shoe company. 
In a particular year his income from it, liis dividend, may be, say, £0, 
Had he bought a British Cjov^ernment security instead, lie would liave 
received only, say, £^. The advantage of holding shares rather than 
(safe) bonds is that their yield is likely to be greater. But so are the 
risks. For any of several reasons—changes in tastes, a fall in popu¬ 
lation, the entry of new rival firms, cheaper imports, taxes on shoes, 
bad management—the demand for the shoes made by that company 
may fall. If so, the dividend will be less; perhaps there may be no 
dividend at all. The value of the share will fall. Its holder will have 
both a smaller income and less capital. 

ITe rate of profit per annum on capital used in industry and trade 
is the net yield (after deducting depreciation charges) expressed as a 
percentage of the current cost of the assets. 7'hcir original cost is a 
matter of history, without any present significance. If a firm buys a 
machine for /^1,000 and, soon after, the cost of similar machines falls 
to ;{^800, its machine should be valued at once at only £800, and the 
rate of profit should be calculated on that basis. 

Clearly there is a close connection between the rate of profit and the 
rate of interest. In the absence of risks, the two would be equal. For 
people have the choice of taking either profits or interest, of holding 
either shares or bonds. Owing to risks, the rate of profit is on the 
average somewhat above the rate of interest. But the two tend to 
move together. An increase in rates of profit will tend to increase the 
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demand for loans from industry and trade, and to raise the rate of 
interest; and conversely. 

Short-term fixed-interest securities may be termed bills. A three- 
months’ Treasury Bill for ,{^5,000 is in effect a promise by the British 
Government to pay j(^5,000 in three months’ lime. The rate of 
interest on bills varies with the credit-standing of the borrower and 
with the length of time before “maturity”; that is, before they are 
repaid. As a rule, short-term rates are below long-term rates. Some¬ 
times they are far below. Thus in 1946 a three-months' Treasury Bill 
sold for nearly /^4,994, giving a yield equivalent to only \ per cent per 
annum. The main reason why short-term rates are lower, as a rule, 
than the long-term rate is that the risk of loss from a fall in the market 
value of the security is much less. Suppose, for example, that a man 
buys a j(^100 three-months’ bill for 10s. At the end of three 

months he will get /^lOO. If he wants to turn the bill into money after, 
say, six weeks, a bank will buy it from him (or, to use the technical 
term, will discount it for him). Even if the rate of discount on such a 
bill has risen from 2 per cent to as much as 16 per cent, he will get £98 
for it. But a man who bought Consols at ,(^100 in October, 1946, and 
sold them in 1953 would have had to sell them at about ;^60. 

Hence the advantage of holding bills is that the risk of capital loss is 
completely avoided unless they have to ])c discounted before maturity; 
and even in that event the capital loss will be small. I’he drawback 
is that the rate of interest received is lower than on bonds. 

4’lic fourth type of assets is money —holdings of cash or of bank 
deposits. The advantage of holding money is that money alone can 
be used to pay a money debt. The. lender on short term runs only a 
slight risk of losing any of his money. If he can wait until the loan 
matures, he will get back the exact sum that he lent. But he docs 
forgo the advantage of holding money. We may perhaps regard a 
short-term rate as a payment to lenders to compensate them for this 
sacrifice of “liquidity.” If there is a general increase in the desire to 
become “liquid,” short-term rates will rise. This happens to a marked 
extent during a financial panic. Firms are very anxious to borrow 
money on short term in order to meet their current money obligations 
and avoid bankruptcy. 


6 . The Monetary Theory of Interest 

So far, I have been considering the rate of interest as a price, which is 
paid because the supply of loan capital is scarce in relation to the 
demand for it and which equates the two. The demand for loan 
capital, as we have seen, comes from industry and trade, where it is 
dependent on the marginal productivity of capital, and also from 
Government and other borrowers. The supply of loan capital comes 
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from savings and also irom bank credit. I have said little about the 
latter, but we know from experience that changes in the volume of 
bank credit may play a leading part, an expansion of bank credit 
bringing interest rates down and a contraction forcing them up. 

This method of approach has proved rather awkward because only 
a part of the free capital available (from savings or from increases in 
bank credit) goes into new loans. But Keynes considered that it 
should be thrown overboard, and replaced l)y a purely monetary 
theory, for more fundamental reasons, which I will give in my own 
words. 

Suppose we wish to explain what forces determine the demand for 
houses. The supply of newly-built houses, and the demand for them, 
forms only a fraction of the total supply of and demand for houses. 
For the total stock of houses in existence is very large compared with 
the annual addition to that stock. Hence the price of houses may 
change very substantially over a short period during which no new 
houses come on to the market; all the transactions in houses may be 
purchases and sales of houses already in existence, of “old” houses. 

The same is true of the total stock of Gov'ernrnent securities and other 
paper titles representing loans borrowed in the past. “Old” securities 
may change in price quite substantially over a short period during 
which there is little new lending and borrowing. 

The alternative to holding bonds is to hold money. ('I'lierc are in 
fact other alternatives, as we saw in the preceding section.) The price 
of bonds~in other words, the long-term rate of interest—will settle at 
just that Icv'el at which there is no general move either to sell bonds 
and hold money balances instead or to do the opposite. 'Fhe advan¬ 
tage of holding bonds is that they yield an income in the form oi 
interest, whereas money balances arc idle assets which yield no income. 
I’he advantage of holding money balances is that one’s money capital 
is quite safe: ^{^100 in money is always ^100, but the market price of 
bonds may fall. These two advantages arc balanced, for tlie com¬ 
munity as a whole, by the rate of interest. 

The rate of interest, the price of bonds, can be considered as equat¬ 
ing either the supply and demand for bonds or the supply and demand 
for money balances. It is the latter view which throws more light on 
the working of the economy. 

Let us begin with the demand for money. Most people and firms 
are constantly receiving money and paying out money. Nevertheless 
every person or firm holds on the average, taking one day with another, 
a certain amount of money. What determines the amount of money 
that, on the average, they wish to hold? In other words, what deter¬ 
mines their demand for money balances? Part of the money is held 
to finance current transactions. People know that they will have to 
make money payments in the near future. They may also have to 
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meet sudden and unforeseen demands for cash. Therefore they hold 
money balances. Given the habits of the community, we can take 
these balances, held for convenience, as given. 

The amount of money held in excess of the balances needed for 
these purposes depends on what Keynes calls the liquidity-preference of 
the community, that is, on the extent to which people prefer to hold 
their assets in the completely “liquid” form of cash, which always 
keeps its money value and is readily available, rather than in the form 
of income-yielding securities. 

A given state of liquidity-preference, however, does not mean that 
the community wants to hold so many /^million of money balances, 
whatever the rate of interest. Qiiite the contrary. The higher the 
rate of interest—in other words the greater the income forgone by 
holding money rather than bonds—the less will be the amount of 
money that the public is willing to hold. For any given state of 
liquidity-preference, there is a downward-sloping demand curvx for 
money balances, illustrating the fact that the lower the “price,” the 
rate of interest, the larger will be the amount of money which people 
wish to hold. 

I turn to the supply (T money. In this context, the supply of money 
means the total amount of coins, notes, and bank deposits in existence. 
This amount is determined by the banking system and not by die 
public. And all the money in existence must be held by someone, just 
as all the houses or all the securities in existence must be held by 
someone. The public, however, can and does determine the price at 
which this money will be held. And this price is the rate of interest. 

Suppose, lor example, that the supply of money is increased. Why 
should people hold more money than before? They were already 
holding as much as they thought it worth while to keep in this non- 
incorne-yielding form. As more money comes into their possession 
they will tend to buy securities with it rather than to hold it. But 
such a general move to buy securities will send up their price; in other 
W'ords, it will push down the rate of interest. At a lower rate of 
interest, liquidity-preference remaining the same, people will hold 
more money than before. I'he rate of interest will fall just enough to 
induce people to hold larger money balances to a sufficient extent to 
absorb the increased supply of money. 

Or there may be a change on the demand side. Suppose, for 
example, that there is a general increase in liquidity-preference, the 
amount of money remaining the same. People will want to hold more 
money. But they cannot, for the total amount of money is fixed. 
They will all try to sell securities in order to get more money. The 
prices of securities will fall, in other words the rate of interest will rise, 
until it reaches a level at which people want to hold only the amount 
of money in existence, and not more. The increase in their liquidity- 
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preference has led to, and has been met by, a rise in the rate of 
interest. 

Hence the rate of interest equates the supply of money, as deter¬ 
mined by the banking system, with the demand for money, as deter¬ 
mined by people’s habits and their preference for liquidity.^ 

7. CONCLIJSIONS 

There has perhaps been too much controversy among economists about 
theories of interest. Nearly all economists agree about which factors 
are important, and what are their effects. It surely does not matter 
much whether they are explained in terms of the supply and demand 
for loan capital or in terms of the supply and demand for money 
balances. 

Thus we all know from experience that changes in the aiTiount of 
money may exert a dominant influence on rates of interest. VVe can 
either say that an expansion of l.)ank credit is an increase in the supply 
of loan capital and therefore reduces interest rates, or we can show, as 
Keynes does, that interest rates must fall to induce ])eople to hold 
larger mone\’ balance's. 

If, however, a continued increase in the su}>ply of mon(;\' leads to 
inflation and rising pric es, rates of interest will rise. People will be 
rcductant to lend money that will fall in purchasing power b\’ the' time 
it is repaid. They will try to hold their assets neither in the form of' 
money nor in the form of bonds or bills. d'h(*y will ii'v to hold them 
in the form of sharers: of physical assets, such tes land and buildings, 
or paper titles to them. 

The monetary thcfjry iruiy sc'ciii a more satisfactory explanation cjl* 
interest, because the flow of' new loans is small compared with the 
tcUal stock of securities. Tut wc must not diT)p the marginal produc¬ 
tivity of capital completely emt of the picture. It is the fact that pro¬ 
duction takes time, and that some methods using more c:apital are 
more productive, that both gives rise to a demand for free capital 
from industry and trade and also provides the increased income out 
of w'hich interest payments can l^e met. The reason why interest rates 
are high in poor ccjuntries is that they are short of capital and its mar- 

^ I'he “cheap money” policy inaugurated in O tober. 1945 provided some con¬ 
firmation of the monetary theory of interest. It aimed at reducing the long-term 
rate of interest to 2i per cent, and it did succeed in reducing it to lu^arly that level; 
indeed, for a week or so in October, 1946, 25 per cent Consols actually touched 100. 
But it must be remembered that other opportunities for lending were greatly restricted 
]jy control over new inv estment (including allocation of scarce materials and restric¬ 
tions on private building). 

Even so, the continuous increase in the amount of money that would have been 
needed to hold the long-term rate down to 25 per cent was greater than the Govern¬ 
ment dared to permit (bank deposits had risen by 12 per (ent during the six months 
April to September, 1946), and in 1947 the policy faded out, the long-term rate 
gradually rising to its former level of 3 per cent. 
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ginal productivity is high; and this state of affairs cannot be changed 
merely by increasing the amount of money. In a country such as 
Great Britain, the monetary forces may appear to swamp the '‘real” 
forces. But any marked change, upwards or downwards, in the 
expected rate of profit (that is, in the marginal productivity of capital) 
would tend to produce a change in the same direction in rates of 
interest. 

A minor point is that the monetary theory, in my view, explains 
short-term rather than long-term rates of interest. The alternative to 
holding money, according to Keynes, is to hold securities,, meaning 
bonds. But bills also yield interest; and their capital value, provided 
one can wait a little while until they mature, will not fall. One can 
sacrifice liquidity and get interest, without risking one’s capital, by 
holding bills. From this standpoint, a deposit at the Post Office 
Savings Bank offers the same opportunities to a poor man as a IVcasury 
Bill to a rich man. 

Taquidity-preference varies violently from time to time, and this is 
reflec ted in short-term rates. Why should people sell bonds much 
below their normal v'alue because for the time being short-term rates 
are high, or buy them much above their normal value because for the 
time being short-term rates are low? Hence long-term rates of interest 
tend to be more stable than short-term rates. As a rule, they arc 
higher: the difference, over a long period, may be regarded as a 
premium received by hedders of bonds for taking the risk that their 
prices will fall. 



CHAPTER XXVIII 


RENT AND QUASI-RENT 
1. Rent in the Ordinary Sense 

In ordinary speech the rent of anything is a periodical payment made 
for the use of it. Thus the owner of a piece of land may lease it for a 
term of years to a tenant who contracts to pay him a fixed sum of 
money each year for the use of it. This fixed sum is known as the 
rent of the land. 

The owner of any durable good may hire it out to somebody, in 
return for an agreed periodical payment, instead of using it himself. 
Thus rent may be paid for the use of a house or a machine or a 
refrigerator, to give only three examples, as well as for the use of land. 
The agreement may stipulate that the rent shall be calculated in terms 
of wheat or some other commodity, but as a rule rents are fixed in 
terms of money. 

During the period of the agreement the owner is in a similar position 
to a person receiving a fixed income as interest. Consider, for example, 
a landlord who has leased his land to a tenant at a fixed annual rent. 
He and the tenant have made an agreement and both must abide by it. 
As time goes on, conditions may change. The net money yield of the 
land may become higher than was expected when the lease was signed. 
The landlord could now get a higher rent if he were free to make a 
fresh bargain. But he is not free to do this: he is bound by the terms 
of the lease. Conversely, if the net money yield of the land becomes 
lower than was expected, the tenant must nevertheless continue to 
pay the rent agreed upon. When the lease is up, the landlord can of 
course make a new agreement, either with the same tenant or with a 
new one. If the net money yield of the land is expected to be higher 
than when the old lease was signed, he can obtain a correspondingly 
higher rent; if it is expected to be lower, he must accept correspond¬ 
ingly less in order to get a tenant. 

Clearly, changes in the net money yield of land and, in general, in 
the market value of the services rendered, per unit of time, by a 
durable good will make rents fixed by agreement in the past either 
higher or lower than the rents obtainable at the moment for the use 
of similar goods. This raises certain problems, such as those connected 
with the burden of fixed charges during a depression, which we need 
not consider here. At any moment the annual rent obtainable for a 
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durable good will tend to equal the expected net annual value of its 
services. 

If similar goods can be readily produced, the rent obtainable will 
also tend to equal the current rate of profit upon their present cost of 
production. If it were greater, free capital would enter that field, in 
order to earn more than the prevailing rate of profit, and the increased 
supply of such goods would reduce the value of their services. Con¬ 
versely, if it were less, free capital would avoid that field, goods of that 
type which wore out would not be replaced, and in time the value of 
the services of such goods would be raised until it again became worth 
while to produce them. 

The term rent is sometimes used by economists to denote the earn¬ 
ings of more or less specific means of production whose supply cannot 
be increased or diminished. Rent in this sense is a kind of surplus. 
Before considering whether all land, or some land, or any other durable 
good, does in fact yield rent in this sense, I shall illustrate this special 
meaning by a hypothetical example. 


2. Rent as a Surplus 

Suppose that a given area of land can produce only wheat and nothing 
else, and that no other land can produce wheat. Suppose further that 
this wheat-land is homogeneous, any acre being a perfect substitute 
for any other. These assumptions, of course, are most unrealistic. I 
make them in order to illustrate the special meaning of rent as a kind 
of surplus. 

If this land produces wheat without the co-operation of any other 
factor of production, each acre will produce a given quantity of wheat 
per year, and its annual earnings will be simply the value of that 
quantity of wheat. Thus, given the amount of wheat-land, and the 
amount of wheat produced by it each year, its earnings or ^‘rent’’ 
will depend upon the demand for wheat. Since the wheat-land is 
homogeneous, all of it will be employed (unless it is all owned by a 
monopolist or unless the owners combine to act monopolistically) so 
that the amount of wheat forthcoming each year is fixed. 

Now suppose that the amount of wheat produced in any year varies 
with the climate. Favourable climatic conditions result in a bigger 
crop. Whether the owners of the wheat-land gain or lose by a bigger 
crop depends upon the elasticity of the demand for wheat. They may 
gain or they may lose. Consumers of wheat of course gain by a bigger 
crop, and even if the producers lose, it is reasonable to suppose that 
the gain to consumers outweighs the loss of producers, since the total 
supply of goods is increased. 

In fact, however, land alone can produce very little. It needs the 
co-operation of other factors. Let us simplify by supposing that it 

O B.F. 
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needs only the co-operation of homogeneous labour. If this labour is 
employed mainly in other industries, the wage that owners of wheat- 
land must pay in order to hire it is fixed. The wage they must pay 
will equal the marginal productivity of that labour in other industries. 

How much of this labour will be employed per acre —or per square 
mile—of wheat-land? The more labour there is employed (up to a 
certain limit), the greater will be the total output of wheat. But after 
a point, as more labour is employed on a fixed amount of land, the 
marginal product of that labour will fall. "I’hus an owner ol wheat- 
land, regarding both the price of wheat and the wages (T labour as 
lixed for him by tlie market, will employ whatever amount of labour 
maximizes his own income or “rent” from his land. 'I’lns amount ol 
labour wall be the amount that makes the fixed wage per man equal 
to the value of the marginal product of the labour. 


Y 



In fact, as more men arc employed upon the w^heal-land, w^ages per 
man will tend to rise owing to the increased demand for labour from 
the W'heat industry. And the price of wheat per bushel will tend to 
fall, owing to the increased output of wheat. But we can suppose that 
this has happened in the past, and that for some years both the price 
of wheat and the wages of labour have been fairly steady. Thus to 
any single owner of wheat-land the price of wheat and the W’agcs of 
labour appear to be fixed for him by the market. If the demand for 
wheat increases, its price will rise, and all owners of wheal-land will 
employ more labour and increase their output; conversely, if the 
demand for wheat falls. If the wages of labour fall, owmers of wheat- 
land will employ more labour, and conversely if they rise. In this 
way the preferences of consumers make themselves felt through the 
price system. 

Thus rent in the economic sense can be defined as a surplus accruing 
to a specific factor the supply of which is fixed. If the supply of wheat- 
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land were not fixed, some of it would be devoted to other uses when 
the price of wheat fell and to uses requiring less labour when wages 
rose, and other land would be put under wheat when the price of wheat 
rose. 

If the fixed supply of wheat-land is not homogeneous, it is easy to 
understand why better land will earn more per acre than worse land. 
It will earn more because it can produce more. In the diagram opposite, 
the more fertile acre employs OM men, and the shaded area represents 
its rent; the less fertile acre employs ON men, and the cross-shaded 
area represents its rent. 

And it is easy to understand why some wheat-land may be left 
unused. It will be left unused if the value of the wheat it produces is 
less than the price which has to be paid to the co-operating factor of 
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labour. Thus, in the above diagram, the owner of the land would 
receive less from the sale of its produce than he had to pay in wages, 
however few or many men he employed. 


3. Land and Rent 

The significance of rent, in the special sense which I have just illus¬ 
trated, springs from the fact that the supply of a factor which yields 
rent cannot adapt itself to changes in demand. The supply of such a 
factor will not diminish, however low its earnings may fall. It has no 
supply price. If the whole of its earnings, or rent, were taken aw'ay 
(for example, by taxation), the number of units in existence would 
remain the same. And its supply cannot be increased. A rise in the 
demand for it will increase its earnings without bringing any addi¬ 
tional units into existence, and thereby reducing, towards their former 
level, the earnings of existing units. Its earnings are a surplus, or rent, 
and changes in them do not lead to changes in the supply of the 
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We must now turn to the real world and consider questions of fact. 
In what sense, if at all, does land yield rent? And do any other factors 
yield rent? 

The “supply” of land, in this connection, may mean {a) the supply 
of land for a particular purpose, such as growing wheat or serving as 
sites for buildings, or (b) the total area of land in the world as a whole, 
or (r) the total area of land in a given country or district. The supply 
of land for a particular purpose can fairly readily adapt itself to 
changes in demand. The total land area of the world is more or less 
fixed, but so is the total number of workers, and neither fact is very 
significant from our present standpoint. The total area of land in a 
given district is fixed, and, in so far as land in other districts cannot 
serve as a good substitute, this may be of considerable significance. 

{a) I have already pointed out, when discussing the mobility of 
factors of production, that much land can be used in any one of 
several ways. An increased demand for, let us say, wheat, and there¬ 
fore for wheat-land, can and will be met by turning some land pre¬ 
viously used for other purposes into wheat-land. And ccmversely, if 
the demand for wheat falls, some land previously under wheat will be 
put to other uses. 7 he supply of wheat-land is flexible and does adapt 
itself to changes in demand; and this is true of the supply of land for 
almost any particular purpose. Hence wheat-land, or pasture-land, 
or building-land, as such, does not yield “rent” in the special sense 
which we have been discussing. 

(b) The total land surface of the world, however, is more or less 
fixed. This means that a permanent increase in the demand for land 
in general, due for example to the growth of population, would result 
in a permanent rise in the incomes of landowners, and a permanent 
decrease would result in a permanent fall in their incomes. 

It is true that land can be reclaimed from the sea. Holland has 
reclaimed many square miles, and Capetown has considerably in¬ 
creased its area in this way during recent years. But it is very unlikely 
that the land area of the world will be increased by any considerable 
percentage. The costs of reclaiming land are so high, even in those 
districts where it can be done most cheaply, that a very large rise in 
land rents could take place without leading to much new reclamation. 

It is also true that the productivity of land can be increased; for 
example, by the use of fertilizers. Free capital will be invested in this 
way, in response to an increased demand for the products of land, 
until the return on such free capital, at the margin, is no higher than 
the rate of profit elsewhere. But “improvements” to land are not a 
perfect substitute for land itself. After a point the increased applica¬ 
tion of fertilizers, or anything else, to a given area of land, yields 
diminishing returns. If an increased demand for agricultural pro¬ 
ducts makes it profitable to invest more free capital in improving 
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existing land, that very fact indicates that the rent or surplus accruing 
to the owners of land has increased. In terms of our diagrams, the 
increased prices of agricultural products have raised the curve showing 
the marginal productivity, in terms of value, of co-operating factors. 
The curve showing their physical marginal productivity remains the 
same, but a rise of, say, 20 per cent in the prices of the products raises 
the value of any given marginal product by 20 per cent. This increases 
the surplus accruing to the landowner and makes it worth his while 
to employ more co-operating factors, thus increasing his surplus still 
further. 

The supply of land as a whole, then, is more or less fixed and does 
not respond to changes in the demand for land as a whole. Much 
the same is true of labour. The total number of workers available is 
more or less fixed. It is not in the least certain that a general rise in 
wages will increase the number of births and thereby, eventually, the 
total number of workers. Nor is it at all certain that a general fall in 
wages will diminish the number of births, although if the fall is suffi¬ 
ciently great it will doubtless eventually reduce numbers by sheer 
starvation. Neither acres nor workers are homogeneous, so that a 
general increase in the demand for labour, or for land, may bring 
into use workers, or acres, not worth employing before. Frtc capital 
can be invested in increasing the productivity of either labour or land 
and in converting one type into another; one can train an unskilled 
worker to become, say, a plumber, and one can convert some pasture- 
land into, say, market gardens. The supply of either land or labour 
for any particular use can usually be increased or diminished. 

Probably most changes in economic conditions increase the demand 
for some uses of land and diminish the demand for others. The fact 
that the total area of land is fixed (whilst always a limiting influence 
upon output) becomes significant, from our present standpoint, only 
when there is a permanent change in the demand for land ais a whole. 
And the same is true, within limits, of labour. If we say that the 
income accruing to land as a whole is of the nature of rent, we must 
say the same of labour as a whole. 

{c) Nevertheless, the geographical location of any particular acre is 
fixed, and this may be important. Suppose that all the land in a par¬ 
ticular district is wheat-land. An increased demand for wheat will 
mean that land elsewhere is put under wheat. The landowners in 
that particular district may not get an appreciably larger income than 
before, because wheat can be grown elsewhere and sold in competition 
with their wheat. 

But it may be that the demand for land in a particular area increases, 
and that land in another area will not be able to meet this demand. 
A leading example is the demand for sites in a given district. Thus 
the growth of London has raised land values in and around London. 
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The fact that the demand for sites in South Wales has diminished has 
not prevented (although it may have somewhat checked) the rise in 
land values in London. Some people and firms may buy land in 
South Wales instead of in Greater London if the price difference is 
large enough. But land in South Wales is, for most purposes, a very 
imperfect substitute for land near London, and sites cannot be trans¬ 
ferred from South Wales to London. The supply of sites in London 
is limited. An increased demand for them raises their value and, 
therefore, raises rents, even if at the same time land values and land 
rents are falling in other districts. It is true that people who want to 
live in London can live some distance out and spend time and money 
in travelling to and fro. But they will do this only if site rents in 
London rise so much that they think it worth while to incur these 
costs. 

Another important example arises from the fact that a national 
government may restrict the import of agricultural products. This 
raises the prices of agricultural products within that country, and 
thereby tends to raise the price, and rent, of land cis a wliole within 
that country. Land elsewhere is not permitted to compete freely, for 
obstacles are placed in the way of its products when they try to enter. 

The English classical economists laid considerable strc‘ss upon rent. 
That is the main reason why 1 liave devoted a chapter to this subject. 
For, after all, I am only repeating from a somewhat different stand¬ 
point what 1 have already discussed in connection with the mobility 
of factors and the significance of specificity. I suspect that the English 
classical economists were impressed by two facts. I..andlor(ls formed 
a distinct and important social class, and the question whether import 
duties upon corn should be increased or reduced or abolished was a 
very live issue at the time when they wrote. 

We have still to consider whetlier there arc factors other than land 
that are fixed in supply, in any significant sense, and that therefore 
yield rent. There certainly arc such factors. The owner of a mineral 
spring with special and unique properties, or of an historic house 
which people pay to visit, l3anny Kaye, the International Nickel 
Company (whicli owns nearly all the nickel in the world), all (obtain 
an income of the nature of rent. And the concept of rent can be 
extended to include many other incomes, or portions of incomes. It 
can be extended to the incomes of factors that are duralde, so that it 
takes a considerable time for their supply to diminish if their incomes 
fall, and that take a fairly long time to produce, so that a rise in their 
incomes increases their supply only after a consideralile interval. I 
discuss this concept of quasi-rent in the next section. 'I’he concept of 
rent can also be extended to cover the surplus received by any given 
unit of a factor above its “transfer earnings.” I discuss this in the 
final section. 
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4. Quasi-Rent 

In the long run the earnings of durable goods will tend to equal the 
current rate of profit upon their current cost of production. If their 
earnings are greater than this, more of them will be produced, and 
this will bring down the prices of their products. If their earnings are 
less than this, they will not be replaced as they wear out—any sums 
set aside towards replacement ]:>cing invested in r)ther ways—and this 
will raise the prices of their products. 

But it may take (juite a long time for the supply of such a good to 
adjust itself completely to a change in the demand for its products. 
If so, the earnings of units of such a good are of the nature of rent 
and have ])een termed quasi-rent. 

Let us consider first a fall in the demand f(jr the products of a par¬ 
ticular kind of good. Let us take, for example, a ship. The decreased 
demand lor cargo space reduces the earnings of ships below the ec|ui- 
libriuni level, if I may use this term as a briei'expression for the current 
rate of j)rolil on their current cost of production. If it lakes a fairly 
long titTK^ to reduce the number of ships sufficiently to raise the earn¬ 
ings of die remaining ones up to the equilibrium level, two conditions 
must be jirescnt. In the first place, ships must have a long life, so 
that thos(‘ which wear out or sink or, in general, go out of existence 
in any year form only a small proportion of the existing stock. The 
number of motor vehicles, for example, ^vould be reduced by a given 
percentage sooner than the number of ships because motor vehicles 
have a shorter life. In the second place, ships must be fairly specific. 
A fall in the demand for, say, cinemas might not reduce their earnings 
much if some cinemas could readily be converted into garages, and 
the demand for garages was increasing. A fall in the demand for one 
type of ship might be met by converting ships of that type into ships 
of other t\ pcs, the demand for which had increased. But if the demand 
for shijis in general falls and there arc no other uses to which ships 
can be turned, the owners of ships are helpless. Their ships must 
continue to be used as ships, although their earnings may be well 
below the equilibrium level. 

dliere is, of course, the alternative of withdrawing the good from 
use—scrapping it, or laying it up, or closing it down. But it pays to 
continue using a durable good if the value of its product exceeds the 
cost of the co-operating factors—that is, more than covers “prime” or 
“operating” costs.^ Its owner prefers to earn something, however 
small, rather than nothing. (I assume that its value as scrap is negli¬ 
gible.) Moreover, there are costs involved in closing down and subse¬ 
quently restarting such things as blast furnaces and coal-mines. Hence 

^ Prime costs are v’ariable costs plus those fixed costs (such as office expenses) which 
must be covered to continue producing. 
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their owners, hoping that the demand for their products will revive, 
may continue to work them even if receipts are less than prime 
costs. 

Nevertheless, it should be noted that there is no hard and fast line 
between “supplementary” and “prime” costs. The division between 
them depends on the length of the period. Most equipment needs to 
have some of its parts replaced at fairly frequent intervals, others at 
less frequent intervals, and so on. This fact may mean that a good 
(e.g. a machine) is withdrawn from use although its earnings exceed 
those costs that recur every week. A time may come when a relatively 
heavy payment for renewals, replacements, or repairs must be made 
if the good is to continue in use, and its owner may decide to scrap it 
or leave it idle rather than make this payment. On the other hand, an 
owner may be led, step by step, to make a series of small payments of 
this kind, each necessary at the time to keep the good in working 
order, although over a period the costs incurred add up to more than 
the gross receipts. This clearly depends on the foresight of owners and 
oil whether they expect conditions to improve in the future. 

The owners of durable goods (including land) may have l)orrowed 
money at fixed interest upon the security of these goods. A fall in the 
demand for their products may make it impossible for them both to 
cover their prime costs and to pay their fixed-interest charges. If this 
state of affairs seems likely to continue, there will probably be some 
kind of financial reorganization under which the mortgage-holders or 
debenture-holders consent to accept less than the fixed mone)^ income 
originally agreed upon. 

Let us now consider a rise in the demand for the products of a par¬ 
ticular kind of good. If the earnings of such goods remain for a long 
time above the equilibrium level, two conditions must be present. In 
the first place, such goods must take a long time to produce or a large 
increase in their annual output must be possible only at a considerably 
increased cost. Otherwise the flow of new free capital into that field 
would soon increase the existing stock until earnings fell again to the 
equilibrium level. In the second place, it must not be possible for the 
owners of other goods to increase their earnings by converting them, 
fairly quickly, into goods of this type. A rubber plantation is a good 
example of a good whose supply takes time to increase, for rubber 
trees take six to seven years before they begin to yield. 

Ships, to revert to our former example, take time to build. The 
capacity of existing shipyards is limited and additional skilled workers 
can be obtained, as a rule, only if wages are raised. And other goods 
cannot be turned into ships. 

As a rule, goods whose supply will not rapidly be diminished in 
response to a fall in demand are also goods whose supply will not 
rapidly be increased in response to a rise in demand; although logically 
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we should distinguish between these two classes, in fact they often 
coincide. The earnings of such durable and specific goods are of the 
nature of rent. The term quasi-rent is usually confined to the 
earnings of goods—machines, houses, ships, rubber plantations, and 
so on—but logically it applies also to the earnings of groups of workers, 
such as doctors, whose supply cannot rapidly be increased or diminished. 


5 . Transfer Earnings 

Much land, many workers, and some producers’ goods could be 
employed in any of several industries. The amount of money that 
any particular unit could earn in its best-paid alternative use is some¬ 
times called its transfer earnings. If the demand for the products of 
a given industry decreases, that industry will tend to contract. It 
will contract because the earnings of factors employed in it will tend 
to fall, inducing some factor-units, including some entrepreneurs, to 
leave it and go elsewhere. The units which leave will be those whos^* 
transfer earnings are now greater than the amount they can expect^ 
earn if they remain in the industry. Conversely, an industry expandsr 
by attracting factor-units who can now earn more in that industry^ 
than elsewhere. 

Suppose, for example, that the industry is wheat-growing. Some 
land now' under wheat could earn just a little less by being used for 
some other purpose, such as growing barley. Quite a small fall in the 
earnings of wheat-land, or quite a small rise in the earnings of, say, 
barley-land, will induce the ow'ners of this land to put it under barley 
instead of under wheat. Some other land now' under wheat could 
earn, say, 95 or 90 per cent as much elsewhere. A fall of 5 or 10 per 
cent in the earnings of wheat-land might induce the owners of this 
land to use it for some other purpose; and so on. At the other extreme 
there may be some land which is practically useless for anything 
except growing wheat. It would continue to grow' w'heat even if its 
earnings fell to nearly zero. The whole of its earnings, from the stand¬ 
point of the wheat-growing industry, are of the nature of rent, for they 
are not necessary to induce it to remain in the industry. And, in 
general, the excess of what any unit gets over its transfer earnings is of 
the nature of rent. Nevertheless, if an industry employs units of a 
factor with relatively high transfer earnings side by side with other 
units (which, when employed in that industry, are just as good as the 
others) whose transfer earnings are very low or zero, these latter 
suffer no disadvantage from being specific and enjoy an income largely 
of the nature of rent. For, in general, one unit w'ill earn the same as 
any other equally efficient unit employed in the same industry, and if 
a given industry must pay a certain price per unit in order to attract 
enough units of a given factor away from the alternative employments 



410 


THE DISTRIBUTION OF INCOMES 


open to some of them, it must pay that price to specific and non¬ 
specific units alike. 

The concept of transfer earnings is useful for the light that it throws 
on the extent to which the costs of an industry may vary with its out¬ 
put. For example, if an industry can expand substantially, at least in 
the short run, only by drawing upon particular workers and other 
factor units who are getting considerably higher earnings where they 
are at present, the industry in question must olTer them still more to 
induce them to move into it. This means that any substantial expan¬ 
sion of its output, at least in the short run, must be accompanied by 
considerably higher average and marginal costs per unit of product, 
arising from the increased prices that must be paid to such factor-units, 
including similar units which were already in tliat industry. 



CHAPTER XXIX 


PROFITS 
1. What are Profits? 

In ordinary speech we often speak of profit as the gross margin by 
which the selling price exceeds the buying price or, in the case of a 
manufactured article, the direct cost of production. Mr. Finn, the 
fishmonger, buys cod at Is. a lb. and sells it at Is. 3d. a lb.; we say that 
he makes a profit of 3d. a lb., or 25 per cent. The direct cost, in labour 
and materials, of producing a moU>r-car is /^300; the factory sells it 
for /^450; we say that the profit is /^150, or 50 per cent. 

These are gross profit margins. \"arious expenses must be deducted 
to arrive at the net profit. Mr. Finn may employ assistants, who must 
be paid wages; he may havT' to pay rent for his shop; he must buy 
ice and other items, llie factory has to cover capital charges, notably 
depreciation, and other expenses such as advertising. 

d'he net profit on each transaction tells us nothing about the income 
of the firm unless w e know the turnover, the total value of all trans¬ 
actions over tile year. An average net profit of only 1 per cent on 
each transaction yields an income of 00,000 on an annual turnover 
of /^lO million, whereas an eiverage net profit of 20 per cent on each 
transaction yields only ;4?20,000 on an annual turnover ofonly^^^T 00,000. 
(For convenience I take the percentage on the selling price.) 

The annual rate of return on the capital employed is quite a dif¬ 
ferent matter from the net profit on each transaction. The relation 
betwx'en the two is that the former equals the latter multiplied by the 
number of times the capital is turned over in the course of a year. A 
capital of ^{71 million turned over ten times (that is, a turnover of 
million) at an average net profit on turnover of 1 per cent yields an 
income of 100,000, 10 per cent on the capital employed. A capital 
of /'1()0,000 turned over only once in two years (that is, an annual 
turnover of /‘50,000) at an average net profit on turnover of 20 per 
cent, yields an income of ^{^l0,000, also 10 per cent on the capital 
employed. 

In this chapter I am considering profits as a form of income. I shall 
therefore say no more about the rate of profit on turnover, but shall 
concentrate on profits as an annual income on capital employed in 
industry and trade. 

It is impossible to draw a firm line betw^een profits and other forms 
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of income from property. For example, profits are a fluctuating 
return, in contrast to the fixed income of interest received by the 
holder of bonds. But the profits of a bank are the interest it receives 
from the bonds and bills which it buys and from the loans it makes to 
its customers, less its expenses. The profits of a real estate company 
which leases its property consist of the rents it receives, less its expenses. 

Again, the profits of a company depend on how much money it has 
borrowed at fixed interest. Two companies may do exactly the same 
amount of business, on the same terms, but one will show smaller 
profits than the other because it has to pay interest on debentures or 
bank loans, whereas the other works entirely on its own capital and 
therefore has no interest charges to deduct. 

These difficulties of computation, however, do not prevent us from 
treating profits separately, for purposes of analysis. They have some 
characteristics of their own. A wage is a price paid for a certain 
amount of work, and interest is a price paid for a loan, but profits are 
not a price. They are a residual item, a fluctuating return received 
by owners of capital after all the other claimants have been paid. 


2. Profits in the United Kingdom 

The following estimates for 1953 can be gleaned from the 1954 Blue 
Book: National Income and Expenditure^ to igjj. 

£ million 


1. Gross trading profits of companies operating in the U.K. . 2,463 

2. Gross trading surpluses of public corporations operating in the 

U.K. . . 302 

3. Other corporate income; 

Income Earned Abroad . . . . . . 220 

Non-trading Income . . . . . . . 443 

4. Gross trading income of other public enterprises: 

Central Government ....... 41 

Local authorities ........ 25 

5. Gross incomes of self-employed persons ..... 1,604 

Total ........ 5,098 


How much of this total should be included in profits? 

Item 5 is the incomes of professional workers, farmers, shopkeepers, 
and others running their own businesses. The greater part is income 
from personal exertion. Perhaps as little as a quarter, and certainly 
not more than a half, represents profit on the capital employed. 

If we wish to include only trading profits and to exclude other in¬ 
come from property, we must leave out the ^^443 million of corporate 
income not derived from trading. 

If we wish to measure only private profits, we must exclude the 
trading incomes of public corporations and other public enterprises. 
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It must be remembered that all the figures in the above table arc 
gross figures, before providing for (a) taxation and (b) depreciation. 

The figures for companies are given in Table 23 of the Blue Book. 
After paying interest and dividends {£^07 million), U.K. taxation (£926 
million) and other items, they had undistributed profits of £1,207 million. 

Out of this £1,207 million, they had to provide for depreciation. 
The statutory provision allowed them was £136 million “initial 
allowances” (on new assets) plus £350 million. 

But were these statutory provisions adequate? They probably were 
adequate for assets acquired during recent years; and the initial 
allowances are in effect depreciation allowances granted in advance, 
and are therefore more than adequate for the current year. But per¬ 
haps over half the assets were acquired before the war. The statutory 
provision for depreciation which has been allowed on them, since they 
were originally acquired, is quite inadequate to provide for renewals 
and replacements, for the present prices of such assets are two to three 
times their pre-war prices. This is one of the big problems of British 
industry'. Some firms have set aside more, some much more, than the 
statutory amounts provided for depreciation, but others have not suffi¬ 
cient reserves fully to replace their assets when they wear out or become 
obsolete. 

During periods of rising prices, profits include stock appreciation. 
For accounting purposes, the “profit” in a year is current sales, minus 
current purchases, plus any increase in value of stocks. This last 
element is a book figure; it cannot be spent or distributed to share¬ 
holders until the stocks are sold; and some firms set aside special 
reserves to cover the higher cost of replacing stocks when they are sold. 
During each of the years 1950 and 1951, which were years of rising 
prices, stock appreciation represented betv^^een £500 million and £700 
million of corporate profits. In 1952 and 1953, however, prices 
generally were not rising, and corporate profits for 1952 and 1953 do 
not include any stock appreciation. 

3. Risk and Uncertainty 

Profits have their origin in uncertainty. Some kinds of uncertainty 
arise from lack of knowledge about the present facts. For example, 
capital may be spent in prospecting for minerals in a certain area. It 
is not known whether or not the minerals are there, at any rate in 
deposits that are worth working. If they are not, the capital spent on 
prospecting will be lost, but if there are rich deposits, it will yield a 
high return. 

Launching a new product on to the market is also rather a gamble. 
One cannot be sure in advance whether or not it will meet with a 
favourable reception from buyers. If it does, the capital spent on the 
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plant and equipment to make it, and on advertising it, may yield good 
profits. If it is a failure, however, most of that capital may be lost. 

Even when all the present facts are known, the future is always 
uncertain. The profits of a business may be affected by almost any 
kind of unforeseen change: a change in climate, a change in Govern¬ 
ment at home or abroad, a change in tastes. The progress of know¬ 
ledge may reveal either new uses for a commodity or new substitutes 
for it. Who can say what costs and prices will be next month, let 
alone next year, or five years hence? Clearly anyliody who invests 
free capital in specific physical assets is taking risks. His income will 
be of the nature of quasi-rent; he will take whatever is left from the 
receipts after all the costs have been paid. 

The risks arise from uncertainty. Some risks can be insured against. 
For example, an insurance company knows from past experience that 
each year a certain percentage of damage is likely to lie caused by 
fire to particular kinds of assets. I'he insurance company can therefore 
charge an appropriate premium, rather higher than the percentage 
chance of damage, and in return can compensate any insurer who does 
suffer damage by fire to his property. Over a period, the jiremiums 
paid by those who make no claims, as well as by tliose who do, will 
more than cover the payments made to the latter. From tlie stand¬ 
point of the insured, insurance enables him to convert a small risk of a 
big loss into a definite cost—the insurance premium—and to safeguard 
himself against the risk. But many risks cannot be insured against, 
because they are not measurable and tlieir chances of occurrence can¬ 
not be calculated, and it is because of them that the return on capital 
assets is uncertain and liable to fluctuate. 

There are losses, as well as profits. When we measure the av’erage 
rate of profit on capital, we must remember the losses. A million 
pounds invested in a representative sample of ordinary shares will 
yield somewhat more, over a fairly long period, than a million pounds 
invested in “safe” fixed-interest securities. But the difference, which 
may be regarded as a premium for taking the risk that part or all of 
the capital will be lost, is considerably less than it appears to be if we 
look only at the successful companies and forget that the average 
return covers also those companies which have done badly or gone 
bankrupt. 

4. Variations in Profits 

The most important influence affecting the general level of profits is 
the trade cycle. Profits tend to be high during periods of prosperity, 
whereas in times of depression a number of firms make losses and 
have to draw upon their reserves to cover their current costs. 

The reason why profits gain more than most incomes during booms 
and lose more during slumps is that they are largely a residual item. 
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Other incomes are relatively stable in the short run, and profits are 
what remain after the other claimants have been paid. 

The widest fluctuations in profits, between times of good trade and 
times of bad trade, take place in the investment industries, including 
those making duralfle consumers’ goods. The demand for most non¬ 
durable goods for current consumption, such as food, drink, tobacco, 
and riew'spapers (but not clothing, which is worn longer during bad 
times) is fairly stable. Profits in those industries seldom fluctuate 
greatly, and therefore tend to be relatively low. The yield on the 
shares of w'cll-established companies in such industries is fairly steady, 
and not much higher than on bonds such as high-class debentures. 

A rising price level is often associated with a period of prosperity. 
But it is quite possilfle to have rising prices without a boom, as in 
Vnincc during recent years, or a boom w'ithout rising prices, as in the 
United States during the late 1920s. In any event, a rising price level 
tends to increase profits. Some firms have paid out costs in the past 
for products that are only now being completed, and that sell for more 
than they liad expected. Some current costs, such as salaries and 
wages and interest charges, may not rise as much as selling prices. 
Conversely, a falling price level tends to reduce profits, possibly turn¬ 
ing th(‘Tn into losses. Increases in wage rates that outstrip increases in 
productivity per worker tend to reduce profits. Rapid technical pro¬ 
gress, wliich increases productivity per worker substantially, is likely 
to increase profits if the rise in wage rates is only moderate. 

Low rates of interest may stimulate investment and tend to raise 
profits in so far as the cost for interest charges is reduced. But in 
normal limes, with fairly full employment, rates of profit are likely to 
be low cr if interest rates are more or less permanently low than if they 
are high. For both alike reflect the relative abundance or scarcity of 
capital. Free capital can cither be lent at fixed interest or invested in 
tangible assets. If the former yields a low return, more free capital is 
likely lo flow into investment, and this will tend to keep down rates of 
profit. 

5. Profits and Taxation 

All taxes on a business are included in the costs of the business. A 
property-tax, such ixs local rates, is a fixed cost; it does not vary with 
output. It is therefore a heavier burden when times are bad and out¬ 
put is low’. In Great Britain, local rates on buildings used for industry 
and trade are relatively low, but such property-taxes are substantial 
in some other countries. 

An excise duty, of so much per unit of output or per unit of sales, is 
a variable cost. In Great Britain we have excise duties (and corres¬ 
ponding import duties) on drink and tobacco and a few minor items. 
Purchase-taxes are also in this category. 
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The effect of such a tax is to raise the price to the consumer and 
thereby to make consumption less than it would otherwise be. As time 
goes on, less free capital flows into that industry than if there were no 
tax, until profits in that industry are as high as elsewhere despite the tax. 

In Great Britain we have had from time to time, especially during 
wars, an excess-profits tax. The profits which a firm made in some 
agreed year are taken as its standard profits. Any profits which it 
makes over and above this amount (unless they are attributable to 
new investment) are heavily taxed. 

Broadly speaking, this is a bad tax. It penalizes the most efficient 
firms, whose profits are increasing, and it discourages the search for 
methods of reducing costs. 

In Great Britain, companies deduct income-tax at the standard rate 
before paying out dividends to their shareholders. (The standard 
rate is at present, 1954, 9s. in the jQ.) A taxpayer with a low total 
income who would pay less than the standard rate (for example, a 
single man with an income of less than about ;^560 or a married man 
with three children and an income, mainly earned, of less than 1 , 000 ) 
may claim a rebate. On the other hand, a taxpayer with over ^{^2,000 
a year must also pay surtax on his dividends. 

The British income-tax, plus surtax, is progressive; that is to say, it 
takes a larger percentage from a larger income. This is admirable 
from the standpoint of reducing inequality. But it tends to discourage 
risk-taking. The more successful an investment proves, the larger the 
proportion taken in taxation. Some people would prefer, for example, 
an even chance of 1,000 a year or /^5,000 a year to a safe /^2,500 a 
year. But the tax reduces these alternatives to an even cliance of ^'682 
or jr2,2»69y as against a safe /^1,457; few people would prefer the 
former. 

In the same way, the income-tax, plus surtax, discriminates against 
the investment industries, which tend to have high profits in good 
years and low profits or none at all in bad years. More is taken in 
taxation from an investor whose income has fluctuated greatly over a 
period of years than from an investor who has had the same total 
income over that period, but about the same income every year. For 
example 



Income 

Tax 

Income 

Tax 

Year I . . . 

5,000 

2,631 

2,000 

768 

Year II . 

1,000 

318 

2,000 

768 

Year III . 

1,000 

318 

2,000 

768 

Year IV . 

nil 

nil 

2,000 

768 

YcarV . 

3,000 

1,331 

2,000 

768 

Total 

10,000 

4,598 

10,000 

3,840 
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Another defect of the British income-tax is that it taxes savings in 
the year when they are made and subsequently taxes the income 
which they yield. 

One way to overcome these defects would be to impose an annual 
tax on the capital value of all assets instead of a tax on the income 
from them.^ But this would be a revolutionary change, and perhaps 
difficult to administer. 

^ Sec my article “What is the Best Tax-System?”, Economical May, 1942. 
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CHAPTER XXX 


MONEY 

1. Money as a Medium of Exchange 

The modern economic world is based on specialization. Few people, 
except farmers, produce for themselves as much as one-tenth or even 
one-hundredth of the goods which they consume. Most production 
takes place for the market. The products are sold and the producers 
buy what they want with the money. In effect, they exchange their 
products against others—but through the medium of money. More¬ 
over, the production of most goods, and their distribution to con¬ 
sumers, involve a long chain of processes in which many different 
factors of production take part. 

A community organized on these lines must use money. Any 
considerable amount of specialization, and therefore of exchange of 
products, cannot take place unless something is generally accepted as 
a medium of exchange and a measure of value; in other words, it 
cannot take place without money. 

Exchange without the use of money must take place by barter. The 
main difficulty of barter is that it requires “a double coincidence of 
wants”: a man must find another who both has what he wants and 
wants what he has. This is seldom easy even with finished commodities. 
Thus a story is told—typical of many others—of a traveller in Africa 
who wished to obtain a boat. The owner of the boat was willing to 
part with it, but wanted ivory in exchange. The traveller had no ivory. 
He found a man who had ivory and wanted cloth. He himself had no 
cloth. But he had wire, and he found yet another man who gave him 
cloth for his wire, so that he could then exchange the cloth for ivory, 
and finally exchange the ivory for the boat. Clearly trade under such 
conditions must be very restricted in scope, and just because it would 
be so restricted, it is probable that there would be few generally 
accepted market values, and that a good deal of time might therefore 
be spent in bargaining. A further point is that some goods (such as 
boats) cannot be divided into portions without destroying their utility; 
hence the owner of such a good could not exchange part of it against 
the goods of one man, part against the goods of another, and so on. 

Most exchanges in the modern world are not exchanges of finished 
commodities. How, for example, would wages be paid under barter? 
The employer might, where possible, pay his workers by giving them a 
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share of what they had helped to produce, leaving them to barter the 
wheat, or coal, or yarn, or whatever it might be, as best they could, in 
order to obtain what they themselves wanted. Clearly this plan could 
not be followed in the case of workers engaged in supplying transport 
facilities or other services or in producing indivisible and valuable 
goods such as buildings. An alternative plan would be for the employer 
to barter his products for goods that his workers, and shareholders, 
and suppliers of raw materials, wanted. But this discussion need not 
be prolonged; its purpose is merely to show that a modern economy 
could not well continue without the use of money. 

Money overcomes the difficulties of barter by serving as a general 
medium of exchange, or means of payment. Money is something that 
everybody is prepared to accept in exchange for goods or services. 
A person will accept money in payment, not because he necessarily 
wants money for its own sake, but because he knows that other people 
in turn will accept it from him in return for the goods and services 
he himself requires. 

Hence money can be defined as a generally acceptable mearv; of payment. 
It is something that everybody is willing to accept in payment for goods 
and services or in settlement of a debt. When this aspect of money is 
considered, the monetary unit is called a unit of currency, because it 
“runs” from hand to hand. The money of one country is usually not 
current in other countries, but there are ways, which I discuss in the 
next Part, of making payments between countries and thus facilitating 
international trade just as the use of money facilitates trade, and 
therefore specialization, within a country. 

In order to serve as a general medium of exchange, money must be 
generally acceptable. It is usually legal tender: that is to say, people 
are compelled by law to accept it in payment. But it need not be legal 
tender. For example, the chief medium of exchange in parts of 
Northern Africa has been for many years the “Maria Theresa” dollar, 
which the London and other Mints continued to provide, in response 
to the demand for it, bearing the date 1780. This coin has never been 
legal tender in those areas, and its metallic content has often been 
worth much less than its face value, yet it has continued by custom to 
be generally acceptable and the chief medium of exchange. Other 
examples are the gold sovereign, which is still the chief medium of 
exchange, for large transactions, in Greece, and the Hong Kong paper 
dollar which, until the Communist Government prohibited it, was the 
chief medium of exchange in South China. 

On the other hand, a currency that is legal tender may not be 
generally acceptable. This will be so during a period of runaway 
inflation, when it is rapidly falling in value and therefore nobody 
wants to hold it. There are plenty of examples of this. The paper 
“assignats” issued during the French Revolution did not serve pro- 
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perly as money because nobody wanted them, although the penalty 
for refusing them was death. Nor did German marks in 1923 or 
Hungarian pengos in 1944 or Chinese dollars after the war. 

When money does properly serve its purpose as a generally accept¬ 
able means of payment, it makes possible specialization and exchange 
on the modern scale; it leads to the establishment of market prices, 
thus avoiding much waste of time in bargaining; and it can be made 
divisible: for example, in Great Britain we have shillings and pence as 
well as pounds. 


2. Money as a Measure of Value 

When something comes to serv^e as a generally accepted medium of 
exchange, it is natural to express values, to make contracts, and to keep 
accounts in terms of that something. The advantage of this is not 
merely that everything has a price—that is, a value in terms of money 
—instead of having a separate value in terms of each of the many 
commodities against which it might exchange. The use of money as a 
measure of value immensely facilitates economic calculation. A 
consumer with a certain money income is confronted with money 
prices, and these enable liim to decide which assortment of g(.)ods and 
.sendees he wants to buy. The changes in the demands of consumers 
alTect prices and thereby induce entrepreneurs to produce more of the 
goods for which demand has increased and fewer of the goods for 
which demand has decreased. An entrepreneur knows the market 
price of each factor of production. He can therefore plan the location 
of his establishment, the size of his output, and his methods of pro¬ 
duction, in such a way as to maximize his profits. This means that 
factors are directed towards those uses in which their products have 
the greatest value. If, to revert to a simple example, a piece of land 
yields a greater money return under wheat than under barley, this 
means not only that its owner will gain more by using it for wheat but 
also that consumers prefer it to be used for wheat. 

Such calculations, however, would be much more difficult and much 
less accurate if there were no common measure for comparing value 
and costs. The price mechanism under such conditions would work 
only roughly and cumbersomely. At present, entrepreneurs take the 
risk that prices will change to their disadvantage. Under barter, this 
risk would be much greater owing to the difficulty of calculating and 
forecasting exchange ratios between the goods they produced and the 
various goods that their employees and their suppliers demanded in 
payment. Hence there would be much less division of labour. 

The monetary unit for purposes of calculation is called the unit of 
account. Normally the unit of currency and the unit of account are the 
same, for clearly the use of money as a measure of value springs from 
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its use as a medium of exchange. It is possible, however, for the two 
units to be different, provided that an exchange ratio between them 
can be somehow established. Thus in Germany in 1923, when prices 
were rising very rapidly, contracts were often made in terms of Swiss 
francs or United States dollars. When the time for payment arrived, 
the payment was made in marks, the number of marks given being the 
number required to equal the specified sum of francs or dollars at the 
rate ruling at the time in the foreign exchange market. The mark 
remained the unit of currency, but the unit of account was the franc 
or the dollar. 

In the same way, the United States dollar was widely used as a unit 
of account in China during the inflation under Ghiang Kai-Shek, 
and the United States dollar or the pound sterling in certain European 
countries, such as Greece and Hungary', since the war. 

Some writers say that money fulfils another function, that of serving 
as a standard for deferred payments. Contracts, including loans, are 
usually made in terms of money. This is because people believe that 
the value, the purchasing power, of money is not likely to change much 
during the period of the contract. If they fear that it will, then either 
they make contracts in terms of something else—for example, in terms 
of gold or of another currency, such as United States dollars (at the 
present time)—or they refrain from making long-term contracts. 
There was not much international lending during the 1930s, largely 
because foreign investors feared that the values of the currencies of 
borrowing countries might fall. For example, few British investors 
bought French Rentes even when they yielded twice as much as 
Consols. For they feared that sooner or later the exchange value of the 
French franc would fall—as indeed it did, when the franc was de¬ 
valued in September, 1936, and again in June, 1937, and yet again 
(after a period of gradual depreciation) in May, 1938. 

If money is expected to remain fairly stable in value, loans and other 
long-term contracts involving payment some time in the future will 
be made to a greater extent than if lenders fear that the value of money 
will fall. The alternative of using some commodity such as gold as a 
standard for deferred payments may not be possible—the Government 
whose currency is distrusted may forbid it—or may not be attractive 
to the borrower, whose future receipts will be in currency and not in 
that commodity. 

In so far as loans and other long-term contracts promote economic 
progress, the conclusion that emerges is that it is desirable for money 
to remain fairly stable in value, or at least for people to expect it to 
do so. I see no reason, however, for listing as a separate function of 
money that it serves as a standard for deferred payments, for this is 
covered by the statement that money serves as a measure of value— 
for both present and future payments. 
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Yet another function which is sometimes attributed to money is 
that of serving as a store of value. The Frenchman who has held francs, 
or their equivalent, since 1914, when they were worth lOd., until today, 
when they are worth less than a farthing, would greet this pronounce¬ 
ment with a hollow laugh, or groan, which would be echoed in dozens 
of other countries where money has fallen heavily in value—in some 
countries far more than in France. Experience suggests that for a store 
of value gold or jewels or works of art (provided they are chosen 
wisely) would serve, as a rule, better than money. What is true, as we 
saw when discussing the monetary theory of interest, is that by defini¬ 
tion money is the most liquid of all assets. The money value of secur¬ 
ities or physical assets may fall, but a given sum of money is always 
the same, in money, although its purchasing power may change. 


3. Kinds of Money 

Many commodities have been used as money in different places 
and at different periods. Pastoral tribes have used cattle, and some 
still do; the drawbacks are that cattle are neither divisible nor uniform 
in size and quality. Some common article of trade, such as tobacco 
or salt or skins, has often been used, provided that it was not perishable 
and was easy to handle. Rum (highly liquid but difficult to store, said 
the wags) was used in the early years of New South Wales. Cigarettes 
were used, both as a medium of exchange and as a measure of value, 
in some prisoner-of-war camps during the war and in the black 
markets of Europe immediately after the war. 

Gold and silver have probably been used as money for some five 
thousand years. They are fairly generally desired for their own sake— 
although their exchange value would be cc)nsiderably lower if they 
were not widely used as money. They are durable and divisible and 
homogeneous and not too heavy or bulky to serve as a medium of 
exchange. Moreover, their annual supply from the mines is only a 
small proportion of the total stock in existence, so that considerable 
fluctuations in their value, arising from changes in the total supply, 
are much less likely than in the case of perishable commodities of 
which the annual supply is greater than the total stock. 

At first, gold and silver seem to have exchanged against goods 
without being coined. This meant that everybody who received gold or 
silver in payment had to satisfy himself as to the weight and fineness 
of the metal that he received. Later, the invention of coinage saved 
him this trouble. A coin is a piece of metal whose weight and fineness 
are certified by whoever makes the coin. A bank-note convertible into 
gold is a promise by the bank that issues it to pay on demand, in 
exchange for the note, a stated weight of gold (usually in the form of a 
gold coin or gold coins). 
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Usually, before modern times, the commodity used as money has 
been generally desired for its own sake. Even so, the fact that it served 
as money tended to increase its value by increasing the demand for it. 
This applies to gold today; the greater part of the demand for gold is 
for monetary purposes, and if the United States and other countries 
stopped holding gold reserves, the value of gold would fall. 

Nowadays most money is paper money, worth as a commodity 
only the paper on which it is printed. Moreover, it is usually in¬ 
convertible: that is to say, no Government or bank promises to change it, 
or ‘‘convert” it, into gold or anything else. Yet it serves its purpose 
very well. Ever)^l)ody is quite willing to accept it because he knows 
that he can use it to pay for goods or services or to settle his debts. It 
seems like a gigantic confidence trick. People part with valuable 
goods and services in exchange for bits of paper. But nobody is 
swindled. So long as the paper money remains generally accepta]3le, 
anyone who is paid it can always pass it on when he wishes. It is only 
when too much of it is issued, sending down its value, that people begin 
to distrust it and may be reluctant to accept it. 

The monc,y used for small change is called token money when, as is 
usually the case, its metallic content is worth less, as metal, than the 
face value of the coin. Normally the Mint which issues such coins 
makes a profit, known as seigniorage. Thus in 1939 a shilling contained 
less than twopcnn)^a)rth of metal; it was “a note printed on silver.” 
At times, a rise in the price of silver has made some silver coins wortli 
more as rnctal than as coins, and they have tended to disappear from 
circulation, to be melted down and sold as metal. This happened to 
British silver coins in 1920. The Coinage Act of tliat year, therefore 
reduced the “fineness” (the proportion of silver to the total weight) 
from 925 to 500 thousandths. Nowadays British coins arc minted from 
cupro-nickel, not from silver^ but the old silver coins still circulate. 
The copper and nickel in the new coins are worth, as metal, about 
6 per cent (at 1954 prices) of the face value of the coins. 


4. Bank Deposits as Money 

In countries where cheques are widely used, most large payments are 
made by cheque. In Great Britain over 90 per cent of the total value 
of all money transactions is settled by cheque, although of course by 
far the greater number of transactions are relatively small ones, 
settled by cash. 

It seems sensible and realistic, therefore, to call bank deposits money. 
A cheque is an order on the bank to pay the sum stated from the 
deposit of the drawer, the person who signs the cheque, to the payee. 
I pay you a cheque for and when the banks have entered this 
payment, my deposit has gone down by /^lO and yours has gone up 
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by £10. It is the bank deposits which serve as money; the cheques 
merely tell the banks what to do with their various deposits. 

Strictly, cheques can be drawn only on deposits “on current 
account.” But other bank deposits, which earn interest and on which 
the depositor must give notice if he wishes to withdraw any part of 
them, are very liquid; in practice a bank would usually honour a 
cheque drawn, in effect, against such a deposit; and we may therefore 
count all deposits with cheque-paying banks as money. But we must 
draw the line there; other very liquid assets, such as Savings Bank 
deposits or bills of exchange, are not money. 

Although the usual practice is to include bank deposits with cash, 
there is a difference between the two forms of money, a difference 
which in some contexts is important. Gash is generally acceptable, but 
we would not usually give value for a cheque from a stranger. During 
a financial crisis when, in some countries at any rate, there is a risk of 
bank failures, people may insist on payment in cash and not by cheque. 
A bank is liable to its depositors to pay cash on demand against their 
current accounts, and banks must therefore keep a reserve of cash; 
this means that the monetar)^ authorities, by controlling the amount of 
cash, can control the volume of bank deposits, as we shall see in the 
following chapter. But for most purposes we can count bank deposits 
as money rather than as very close substitute for money. 

The holdings of the British public (as distinct from the banks) are 
approximately (November, 1954): 

■£ million 

Coin . . . . . 140 

Notes ..... 1,430 
Deposits .... 6,500 


5. The Significance of Money 

Some economists speak of “the veil of money.” It is true that what we 
really want are goods and services, and that to find out what is really 
happening we must go behind money prices and look at the changes 
ill the volume of output and in “real” incomes. Money is merely a 
device for promoting specialization and exchange. It is a very impor¬ 
tant device. Modern economic life, which is founded on specialization, 
would not be possible without money. But it is not money that we 
want; it is w'hat we can buy with the money. 

On the other hand, Keynes and others are of course quite right 
when they insist that in a monetary economy, monetary changes may 
play a fundamental part in bringing about “real” changes. An 
increase in tlie amount of money may lead to fuller employment; if 
overdone, it may lead to rising prices, which may change the distri¬ 
bution of income between persons and classes and may affect the 
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volume of output—perhaps favourably at first and adversely after a 
time, A decrease in the amount of money may have the opposite 
effects. 

On the demand side, the fact that money is used may mean that 
people hold money as a liquid asset. As we have seen, changes in their 
liquidity-preference or in the amount of money may affect rates of 
interest. 

In so far as the trade cycle arises from a divergence between deci¬ 
sions to save and decisions to invest, it is a monetary phenomenon; it is 
difficult to conceive of such a divergence in a community which did not 
use money. 

On the one hand, therefore, we must not hastily conclude that a 
rise in money values always means a real improvement, or conversely 
that a fall always means a real worsening, of economic conditions. 
But on the other hand we must bear in mind that monetary changes 
may have profound effects on the whole economy and that monetary 
policy may be of great importance. 



CHAPTER XXX 


BANK CREDIT 
1. Bank-Notes 

The purpose of this chapter is to show how banks can create credit. 
Bank credit is another name for bank deposits subject to cheque; as we 
have just seen, it forms the greater part of our money. But a good 
approach to the subject is to show how a bank can put its own notes 
into circulation, if it is permitted by law to do so. 

A bank-note is a promise made by a bank to pay the sum of money 
stated on the note to the bearer (that is, to anybody who hands the 
note back to the bank, and asks for payment) on demand. In England, 
all bank-notes are now issued by the Bank of England; supplemented 
by coins, they constitute our currency. No other English bank is 
allowed to issue its own notes. Before the war of 1914, gold coins 
were in circulation, and a Bank of England note was a promise to 
pay the bearer five gold sovereigns on demand. Nowadays, the state¬ 
ment on a Bank of England note that the Bank of England “promise 
to pay the bearer on demand the sum of” or ;{^1 or 10s. means 
nothing at all. 

Some English banks used to have the right to issue their own notes 
to a limited maximum amount; some Scottish banks still have this 
right; and in a few countries, such as Canada, notes issued by banks 
other than the central bank form an important part of the currency. 

How would a bank get its notes into circulation ? If the currency were 
gold or silver, the bank might accept deposits of coin for safe-keeping, 
giving its receipts in return. If such receipts were not made out to the 
depositor by name, but were in the more convenient form of promises 
to pay the stated amount of coin to bearer, they would be bank-notes. 

If the bank kept coin on its premises to the full value of the receipts, 
or notes, which it had issued, so that its notes were backed 100 per cent 
by coin, it would be acting like a safe-deposit company. And in order 
to cover its expenses it would have to charge its depositors for keeping 
their coin for them. 

But a bank need not, and most banks do not, keep a reserve of 100 
per cent against their notes. Day by day, people may present notes 
and receive the stated amount of coin from the bank in exchange. 
But day by day other people may deposit coin with the bank, receiving 
its notes in exchange. Provided that the bank always keeps on its 
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premises a reserve of coin sufficient to meet any excess of payments-out 
over payments-in, it fulfils its promise to give cash to any holder of its 
notes who demands cash in exchange. 

After a time, its notes will become known. People will be willing 
to hold them, or to accept them in payment, without rushing to the 
bank to turn them into cash, for they will have discovered by experience 
that whenever they do present notes to the bank, they are paid at 
once in cash. So the notes of the bank will circulate among the public 
as a means of payment. 

Something like this happened to the receipts issued by the London 
goldsmiths in the seventeenth century for silver deposited with them. 
The goldsmiths found that they could lend out most of the silver (to 
the Government, for example) and still have enough to meet all the 
demands from people presenting their receipts. 

Another way in wliich a bank can put its notes into circulation is by 
lending them to people who want to borrow money or by using them 
to buy securities. In tliis way the bank may derive an income from the 
interest it receives from its borrowers or upon the securities it has 
bought. At the same time, it adds to the existing means of payment by 
providing bank-notes against wliich it keeps a c^ish reserve of much less 
than 100 per cent—say, 20 per cent or 10 per cent; its bank-notes pass 
from hand to hand among the public, and are in effect money. 

Everybody who holds one of its notes, instead of going to the bank 
and demanding cash from it, is virtually lending that amount, free of 
interest, to the bank. 

Thus bank-notes that are accepted by the public, held by the public, 
and used as means of payment are an addition (not a net addition be¬ 
cause we must deduct the cash reserve held against them) to tlie suppl)^ 
of money. 

In most countries nowadays bank-notes are issued only by the 
central bank, as in Great Britain, and constitute the currency of the 
country. But the other banks nevertheless create credit, adding to the 
supply of money. They do this not by issuing bank-notes, which they 
are forbidden to do, but by creating or accepting bank deposits subject 
to cheque to a value much greater than the cash reserves that they hold. 

2. The Origin of Bank Deposits 

Bank deposits, like bank-notes, can originate in either of two ways. 
Customers can deposit cash with the bank, or the bank itself can create 
deposits by making loans or buying securities. 

Clearly a bank deposit could originate in the payment of cash, to 
that amount, by the depositor to the bank. The depositor might feel 
that his money was in safer keeping with the bank than at his home; 
and he might find it convenient to make many of his payments by 
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cheque rather than in cash, and to “pay in” cheques he received, 
letting his bank collect the amounts and add them to the sum standing 
to his credit, instead of collecting them himself. 

It is conceivable that a bank might act like a cloakroom. It might 
keep a little safe for each customer, and all the cash that he paid in, 
or that the bank collected on his behalf, might be put in the safe. 
In this Way, people could pay one another by cheque and the corre¬ 
sponding amount of cash could be moved from one safe to aiK)ther by 
the bank or banks concerned. 

A bank that did this would probably find that it always had a large 
amount of cash on its premises. All the time, it would be paying cash 
across the counter to customers w^ho wanted to withdraw some of their 
deposits, and it would constantly be paying cash, on behalf of its cus¬ 
tomers, to other banks in favour of w^hose customers its own customers 
had drawTi cheques. But on the other hand, it would all the time be 
receiving new dcfiosits of cash across the counter, and from other 
t)anks wdiosc customers had drawn cheques in favour of its own 
customers. I'he amount of cash in any particular safe might fluctuate 
considerably from day to day, but w^hen the amount to the credit of 
some customers was low the amount to the credit of other customers 
w'ould probably be high, so that day in and day out the total amount 
of cash in the bank would be large and w'ould not fluctuate \’ery much. 

L'nder these conditions, it is quite likely that it would occur to the 
flanker to lend out the greater part of the cash on his premises. Instead 
of keeping a separate safe for each customer, he could lump all the 
cash together, and although he lent out most of it he could still retain 
enough to enable him to pay on demand (to his customers or, on behalf 
of his customers, to other b. riks) a:I the cash that in fact he would 
be asked to pa\\ 

A necessary condition for this, it will be noted, is that cash is homo¬ 
geneous. A depositor who took the number of a pound note that he paid 
into his bank would have no cause to feel aggrieved if he saw^ that note 
in circulation the next day. For his banker would have another pound 
note ready for him, if he wanted it; and one pound note is as good 
as another. Another nect^ssary condition is that only a small proportion 
of the total deposits is likely to be wdthdrawm in cash at the same time. 
Suppose the banker decided, on the basis of his past experience, that 
10 per cent of his total deposits w^as an adequate reserve of cash. If— 
owing, say, to a rumour that the bank was likely to iail—there w^as a 
“run on the bank,” a large proportion of his depositors demanding repay¬ 
ment in cash, the cash would not be there. The banker might protest 
that he was perfectly solvent and that, given sufficient time, he could 
call in his loans, sell his investments, and thus meet his debts, yet his 
reputation as a banker would be gone, for he would have failed to 
fulfil his obligation of paying cash on demand. 
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The banker would receive interest on the loans he made with his 
depositors’ money, and hence he might be able to pay interest (at a 
lower rate) to his depositors. For a deposit of money with a bank is 
not like the deposit of an article at a cloakroom: it is really a loan to 
the bank, and it is generally understood that the bank will relend most 
of the money. 

The money the banks lend will be used by the borrowers to make 
payments. Suppose, for the moment, that there is only one bank. The 
people to whom the money is paid may be customers of this bank, 
and may pay it in again to their credit. In the course of time, the same 
note or coin might pass and repass several times across the counter 
of the bank, being deposited by one customer, lent to a borrower, 
deposited by another customer, and so on. Thus in time the total 
deposits of the bank might considerably exceed the total amount of cash 
in the country. This would be quite all right, provided that the bank 
kept a sufficient reserve of cash to meet all demands for cash which 
were in fact made upon it. Against its liability to depositors it would 
hold partly cash and mainly other assets, such as debts due to it by 
people who had borrowed from it. 

In face, when a bank makes a loan, it does not usually lend actual 
cash. Instead, it gives the borrower the right to draw cheques upon it, 
although he has made no corresponding deposit. For example, a bank 
may grant its depositor A the right to overdraw his account up to the 
value of 5 (^ 1 , 000 , A agreeing to pay a certain rate of interest on the 
amount he in fact overdraws. A proceeds to draw cheques, to pay for 
goods and services he requires (or to pay his creditors, if he has run into 
debt) and the people who receive his cheques probcibly pay them in to 
their own banks, to be added to their deposits. Thus the deposits of 
these people are increased, and nobody’s deposit is reduced, by the 
grant of the overdraft or loan to A, It is in this way that “loans create 
deposits.” Of course, the same thing happens if the bank, instead of 
granting a loan to A, purchases securities and pays for them with its 
own cheque. The seller of the securities “pays in” this cheque and 
thereby increases his deposit with his own bank, which may or may not 
be the bank which drew the cheque. Most of the increase in the total 
deposits of British banks that has taken place during recent decades 
has come about through the granting of loans or the purchase of 
securities by banks. The extra deposits have been virtually created 
by the banks themselves. 


3. The Limitations on the Power of Banks to Create Credit 

We have just seen that a bank may receive interest simply by permitting 
customers to overdraw their accounts or by purchasing securities and 
paying for them with its own cheques, thus increasing the total of 
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bank deposits: that is, “creating credit.” This seems a very easy way of 
making profits. Yet the rate of profits in banking is no higher than in 
other branches of industry. The banks have expenses—^for premises, 
equipment, and staff—and their power to create credit is limited. 

It is limited by their obligation to pay their depositors cash on 
demand. This means that they dare not let their reserve of cash fall 
below what they consider a safe level. In Great Britain during recent 
years the banks have considered that 8 per cent of their deposits is the 
minimum below which their cash reserves must not fall. Since addi¬ 
tional loans or purchases of securities would increase total deposits, 
they would thereby reduce the banks’ reserve of cash (assuming it to 
be near the minimum, and to remain the same in amount) below this 
minimum percentage. 

In order to expand credit further, therefore, the banks must either 
increase the absolute amount of their cash reserves or permit them to 
form a lower percentage of deposits than they previously considered 
the lowest compatible with safety. 

Let us suppose, to begin with, that there is only one bank (with 
numerous branches) in the country, but that it cannot increase or 
diminish the total amount of cash in the country, the supply of cash 
being controlled by the Government. At any moment, all the cash in 
the country is divided between the bank and the public. The bank 
cannot permanently increase its holding of cash by forcing the public 
to hold less. It can temporarily obtain more cash—by selling securities 
to the public or by requesting some of its customers to repay their 
loans or overdrafts in cash—but it will be unable to keep this extra 
cash and use it as a basis for credit expansion. For the public has the 
whip-hand of the bank in that it '“an always replenish its holding of 
cash by withdrawing deposits in cash. I'hus, assuming that total 
deposits exceed the total amount of cash in the country, the public can 
always hold as much of the total cash as it wishes. If the public’s 
demand for cash remains the same as before, and the total amount of 
cash in the country is not increased, the bank will be powerless to 
bring about a permanent increase in its cash reserve. 

Suppose that the total cash (notes and coin) in the country is ^£“1,600 
million, of which, taking one day with another, a quarter is held by 
the bank and three-quarters by the public. The bank has ;£400 million 
as a cash reserv^e. Its deposits are, say, £“5,000 million. Its ratio of 
cash to deposits is 8 per cent. 

It may appear that the bank could expand credit (in other words, 
increase its deposits), by a further £1,000 million provided that it was 
prepared to reduce its ratio of cash to deposits from 8 per cent to 
6 J per cent—^£400 million cash, as before, against £6,000 million 
deposits. But in fact an expansion of credit would mean that the public 
would want to hold more cash, for either prices would rise or there 

P B.E. 



434 MONEY AND BANKING 

would be fuller employment or there would be some rise in prices 
together with some increase in employment. The public might now 
want to hold, for example, 1,400 million cash instead of 1,200 
million as before, leaving only ^200 million for the bank. £2^0 million 
cash against deposits of ;^6,000 million is a cash ratio of only per 
cent, not 6|. 

The bank could expand credit, provided that it was prepared to 
reduce its ratio of cash to deposits, but it would have to take account 
of the consequent increase in the amount of cash which the public 
would want to hold. It might find, for example, that an expansion of 
^200 million would lead to an increase of million in the amount of 
cash held by the public. This would leave the bank a cash reserve of 
j(^360 million against deposits of ^^5,200 million—just under 7 per 
cent. If the bank was not prepared to reduce its cash reserve appre¬ 
ciably below 7 per cent, it could not create more than an extra £200 
million of bank credit.^ 

It would seem, therefore, that the total of bank deposits (subject to 
cheque) depends on three things, namely— 

1. The total amount of cash in the country. 

2. The amount of cash that the public wishes to hold. 

3. The conventional percentage of cash to deposits that the banks 
maintain as a minimum. 

But in most countries there is a fourth factor. The banks themselve^s 
hold deposits with the central bank, and regard these deposits as 
equivalent to cash. The central bank, as we shall see in the following 
chapter, can make their deposits with it go up or down, thereby 
bringing about an expansion or contraction of bank credit. 

The total amount of cash in the country, plus “bankers’ deposits” 
with the central bank, can be increased only by the monetary author¬ 
ities—the Government and the central bank. 

The public’s demand for cash may be diminished by a fall in 
population or in employment or by a change in monetary habits: 
for example, groups of wage-earners who had formerly been paid in 
cash might come to be paid by cheque and to use cheques to make 
payments they previously made in cash. 

The conventional cash ratio depends partly on the extent to which 
liquid assets, such as money lent at call or short notice or Treasury 
Bills, are available to the banks. In Great Britain, such assets are 
amply available, and therefore the cash ratio is low. In countries 
where few assets of thb type arc available as a second line of defence 

^ These are of course merely illustrative figures. But I have not chosen them 
altogether at random. The statistics for the past fifty years suggest that in Great 
Britain the public tends to hold nearly £\ in cash for each £4 it holds in bank deposits. 
In other words, if the banks increase the volume of credit, the public may wish to 
increase its holding of cash by nearly one-quarter of the increase in bank deposits. 
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against heavy cash withdrawals, the cash ratio is higher, perhaps as 
high as 15 or 20 per cent. 

The cash ratio may be affected by general economic conditions. At 
a time of general prosperity and optimism, the banks may feel that a 
somewhat lower percentage would be quite safe. 

But if none of these factors changes, the total amount of bank credit 
cannot increase. It can increase only if the total amount of money in 
the country increases, or if the central bank brings about an expansion 
in Bankers’ Deposits, or if the public holds less cash than before, or if 
the banks are prepared to reduce their ratio of cash to deposits. 

In this section I have supposed, to simplify the argument, that there 
is only one commercial (cheque-paying) bank. In fact, there are 
several different banks, but this does not substantially affect the 
argument. I discuss its implications in the following section. 


4. Bank Clearing 

Consider a particular bank—-let us say, for example, the Midland 
Bank. Suppose that it has about one-fifth of the total bank deposits. 
Ev^ery day its customers pay in cheques to their credit, and the chances 
are that about four-fifths of these cheques will be drawn upon other 
banks. The Midland Bank could of course collect the cash due to it, 
on those cheques, from the other lianks. But the customers of the other 
banks will pay in cheques to their credit and presumably the average 
total value of these cheques will be about four times as great as that of 
the cheques paid in to the Midland Bank, and the chances are that 
about one-fifth of them will be drawn on the Midland Bank. Thus the 
Midland Bank will have tn pay the other banks about as much cash 
as they have to pay to it. 

Obviously a convenient arrangement would be for each bank (in 
any town) to send a clerk to meet clerks from other banks at a central 
office or clearing house. Each bank could then give the Midland Bank 
the cheques it had received drawn upon the Midland Bank, the Mid¬ 
land could reciprocate, and so on. If at any such clearing the Midland 
Bank owed, say, the Westminster Bank more than the Westminster Bank 
owed it, it could pay the difference in cash. Such clearings do take place 
every day (and in large towns two or three times a day), but the differences 
are not paid in cash. In England most important banks themselves 
have deposits with the Bank of England, and settle their differences at 
the clearing by cheques drawn on the Bank of England. Thus, if the 
Midland Bank owes the Westminster Bank ^^50,000 on balance, at any 
particular clearing, it gives the Westminster Bank a cheque drawn by 
itself on the Bank of England for ^(^50,000. The Midland Bank’s 
deposit at the Bank of England is reduced, and the Westminster Bank’s 
is increased, by /^50,000, The banks consider their deposits with the 
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Bank of England as equivalent to cash, for they can withdraw them in 
notes or coins at any time. 

Clearly the equilibrium position for any bank is that it neither gains 
nor loses cash, over a period, at the clearing. If it habitually gains 
cash, it will expand its loans, so that more cheques will be drawn upon 
it, until its percentage for cash to deposits falls to whatever it considers 
the lowest consistent with safety. Conversely, if it habitually loses cash 
to the other banks, it will be compelled to contract its loans, so that 
fewer cheques are drawn upon it. 

If all the banks decide to expand credit, and keep in step with one 
another, no bank will lose cash to other banks at the clearing, and the 
limits to credit expansion will be simply those I discussed in the 
previous section, on the assumption that there was only one bank. 

Suppose that one bank only (say, the Midland Bank) decides to 
expand credit. It will soon be checked by its loss of cash to the other 
banks at the clearing. If it expands its loans by million, and has 
about one-fifth of the total deposits, the chancej> are that its new bor¬ 
rowers will pay four-fifths of their cheques to people who are customers 
of other banks, so that the Midland Bank will lose about million 
cash to other banks at the clearing. 

Suppose that the Midland Bank had ;(^1,000 million deposits and 
million cash (including its deposits with the Bank of England) 
and that the other banks, taken together, had ;{^320 million cash and 
;;{^4,000 million deposits. It is prepared to let its reserve ratio fall to 
about 7 per cent, but the other banks wish to maintain their conven¬ 
tional ratio of 8 per cent. 

The Midland Bank cannot expand its loans by million, in the 
hope that this will leave its cash at million against deposits of 

1,143 million—a ratio of 7 per cent. Before it had gone very far 
along the path of credit expansion, it would be pulled up short by the 
loss of cash at the clearing. 

On the other hand, it would be wrong to conclude that the maxi¬ 
mum amount by which it could expand credit is just over ^10 million, 
giving it £12 million cash against /;i,010 million deposits—a ratio of 
7-13 per cent. For as the other banks acquired more cash, they them¬ 
selves would expand credit, still keeping to their ratio of 8 per cent. 
About a fifth of the additional cheques drawn on them would be paid 
to customers of the Midland Bank ; hence cash to that amount would 
flow back to the Midland Bank. 

By a process of gradual expansion of credit, the latter might reach 
an equilibrium position with its cash at, say, £1S million and its 
deposits at ;^1,070 million, while the cash of the other banks had 
increased to £2^2S million and their deposits to nearly ^4,063 million. 
This assumes that the central bank does not intervene, that the total 
supply of cash remains the same, and that the public does not require 
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any more cash to hold despite an expansion of about £133 million, 
or 2f per cent, in the total volume of bank credit. 

I have illustrated what would happen if one bank alone expanded 
credit. But in practice, in Great Britain at any rate, all the banks are 
likely to keep in line with one another. So long as they all keep the 
same ratio of cash to deposits, they can be treated, in analysing the 
forces determining the supply of money, as if they were one single bank. 



CHAPTER XXXII 


THE BANK OF ENGLAND AND THE 
COMMERCIAL BANKS 

1. The Supply of Money 

Apart from coins and bank-notes issued by banks in Scotland and 
Northern Ireland (of which all but million must be backed, pound 
for pound, by Bank of England notes) our money consists of— 

1. Bank of England notes, and 

2. Bank deposits subject to cheque. 

The former may be called cash and the latter bank credit. 

Since the banks maintain a more or less constant ratio of 8 per cent 
cash to deposits, it seems to follow that it is the amount of cash avail¬ 
able to the banks that determines the amount of bank credit and that, 
although 90 per cent (in value) of all payments are made by cheque, 
it is the amount of cash that governs the total supply of money. 

This is broadly true. At the same time, we must remember that 
the real change which leads to a change in the supply of money may 
be something outside the monetary and banking system: for example, 
a series of budget deficits or of wage increases may make it appear 
essential that the amount of bank credit, and therefore of cash, should 
be increased. 

Theoretically, the Bank of England could control the volume of bank 
credit simply by varying the amount of its notes in circulation. When 
it wished the banks to expand credit, it would put more of its notes in 
circulation—for example, by buying securities and paying cash for 
them. If prices rose or employment increased, some of these extra 
notes would be retained by the public. But some would stay with the 
banks. The banks would then expand credit, by making more loans 
or buying more securities, to 12 J times the extent of their extra holding 
of notes, for by so doing they could increase their profits and still 
maintain their cash reserve of 8 per cent against deposits. Conversely, 
when the Bank of England wished to contract the volume of bank 
credit, it would take some of its notes out of circulation—for example, 
by selling securities for cash. This would leave less cash for the banks, 
and would therefore compel them to reduce their deposits, by reducing 
their loans or by selling some of their securities, in order to maintain 
their cash reserve at 8 per cent. 
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The Bank of England does in fact control the volume of bank credit 
in essentially this way. But it increases or decreases the banks’ cash by 
bringing about changes in the amount of their deposits with itself, 
which they regard as cash, rather than by varying the amount of its 
notes in circulation. It also employs the weapon of the Bank rate. 
Moreover, the commercial banks, and the London money market as a 
whole, accept the leadership of the Bank and do their best to conform 
to any requests made by the Bank that they should follow a certain 
policy. For example, they may be asked to restrict certain kinds of 
loans and encourage others; at present, loans for speculative purposes 
and hire-purchase are restricted, and loans for expanding exports are 
encouraged. 

Hence, in order to explain how the supply of money is in fact con¬ 
trolled, 1 must discuss at some length the chief operations of the 
commercial banks and the part played by the Bank of England. 


2. The Commercial Banks 

There are eleven London clearing banks, so-called because they alone 
are members of the London Clearing House: other banks do their 
clearing through them. The eleven banks are the “Big Five”—Bar¬ 
clays, Lloyds, the Midland, the National Provincial, and the West¬ 
minster—and six others. The latter are Martins Bank, Williams 
Deacon’s Bank, the District Bank, the National Bank (which has many 
branches in Ireland), Glyn, Mills (now' controlled by the Royal Bank 
of Scotland), and Coutts and Company (controlled by the National 
Provincial Bank), 

In Scotland there are four independent banks—namely, the Bank 
of Scotland, the Royal Bank of Scotland, the Commercial Bank of 
Scotland, and the Union Bank of Scotland—and three affiliated to 
English banks—namely, the British Linen Bank (controlled by Barclays 
Bank), the National Bank of Scotland (controlled by Lloyds Bank), 
and the Clydesdale and North of Scotland Bank (controlled by the 
Midland Bank). 

Many foreign and Dominion banks have offices in London, but the 
eighteen I have named, plus two others (in addition to the National 
Bank) in Northern Ireland, are the only British banks of any size 
About five-sixths of their assets and about five-sixths of their 12,000 
branches and sub-branches are controlled by the Big Five. 

The commercial banks are sometimes cdiWtd joint-stock banks. There 
is an historical reason for this. When the Bank of England was founded 
in 1694, it was given a monopoly of joint-stock banking in England. 
This prevented a few large banks from coming into existence, as they 
did in Scotland, with branches throughout the country. The banking 
business of the English provinces was done by a number of scattered 



440 MONEY AND BANKING 

and independent ‘‘country banks.” But after joint-stock banking was 
permitted in 1833, a number of joint-stock banks were formed. As 
time went on, they expanded, partly by absorbing private banks, and 
set up branches, until today, as a result of growth and amalgamations, 
a few joint-stock banks perform the great bulk of the banking business. 


3. The Liabilities of the Commercial Banks 

The main items on the liabilities side of a bank’s balance sheet are 
capital paid-up, reserve fund, and deposits (“current, deposit, and other 
accounts”). 

In October, 1954, the combined capital of the London clearing banks 
was some ;^86 million, and their reserve funds (accumulated out of 
undistributed profits) some £83 million. These sums belonged to their 
shareholders. In addition, there were substantial concealed reserves 
in that their premises were shown at far less than their market value. 

The bulk of their resources, however, were deposits, amounting to 
some £6,610 million,^ and these of course belonged to the depositors 
and not to the shareholders. 

About two-thirds of their deposits were current accounts, subject to 
cheque, and repayable in cash on demand. As a rule, no interest is 
paid on current accounts: the customer enjoys the convenience of 
being able to make payments by cheque, and to pay into his account 
cheques he receives, while the bank keeps a record for him of all these 
transactions. 

The other deposits were in effect savings deposits. They can be 
withdrawn only after three weeks’ notice and they earn interest. They 
are not subject to cheque, but as in practice cheques can be drawn 
against them (the customer arranging, for example, for an overdraft 
on the security of his deposit), they are usually included in bank credit. 

Many institutions other than the commercial banks (for example, 
the Post Office Savings Bank, the Trustee Savings Banks, the building 
societies, and some insurance companies) receive deposits and relend 
or buy securities with their deposits, keeping only a very small cash 
reserve. They are important channels for savings. But they do not 
affect the supply of money, for their deposits are not subject to cheque. 


4. The Assets of the Commercial Banks 

The policy of a British commercial bank is a compromise between 
three conflicting aims. In the first place, the bank wants to make as 
much profit as possible for its shareholders. But, in the second place, 
its funds belong mainly to its depositors. It would not be fair to its 

' This is a gross figure. It includes balances with and cheques in course of collection 
on other banks and items in transit. Net deposits were £6,375 million. 
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depositors, for whom the bank is virtually a trustee, to invest some of 
their money in risky enterprises without adequate security, even if this 
course should seem likely to yield high profits. In the third place, it 
has undertaken to repay its depositors in cash on demand, and it 
must therefore keep a certain proportion of its assets in cash or in 
forms that can readily be converted into cash without appreciable 
loss. 

The assets side of a bank’s balance sheet shows what use it has made 
of its funds and reflects its compromise between these three aims of 
profits, security, and liquidity. 

Thus the banks keep a minimum of 8 per cent cash, which of course 
yields nothing at all, and at least 24 per cent (of their deposits) in loans 
at short notice and bills discounted, which are “liquid assets” but yield 
relatively little: during 1946-50 they yielded little more than J per 
cent, whereas long-term securities yielded around 3 per cent and 
advances around 4 per cent. At present (October, 1954) they yield 
around 1J per cent, but long-term investments yield around 4 per cent 
and advances around 5 per cent. 

Short loans and discounts are known as liquid assets because they 
can quickly be turned into cash (balances with the Bank) without loss. 
When the banks call in short loans, the discount houses have to borrow 
from the Bank to repay them. The banks do not sell their bills; they 
hold them until they mature. But they can increase their cash by 
buying fewer Treasury Bills to replace those that mature. Investments 
and advances are less liquid. Securities can readily be sold, but they 
may have to be sold at a loss; and borrowers are often not in a position 
to repay advances at short notice. Moreover the sale of securities or 
the repayment of advances does not increase the cash of the banks but 
merely reduces their volume of deposits. 

The second aim of the banks is security. They invest only in gilt- 
edged securities, although shares or bonds involving slightly jnore risk 
would give higher yields. As far as possible, they buy securities that 
will mature, and be repaid at their full nominal value, in a few years’ 
time, and they tend to avoid irredeemable securities, such as Consols, 
which may fall heavily in price. Their advances are backed, where 
possible, by marketable securities. Although firms often cannot provide 
such backing, the banks make sure that the standing of the firms, and 
the value of their assets, provide ample security that the advances can 
and will be repaid. 

The third aim is profits. The bulk of the profits of the banks come 
from the 60 to 65 per cent of their assets held in the form of investments 
or advances. Their advances yield them their highest rate of profit, 
but they are the least liquid of all their assets. 

In October, 1954, the combined assets of the London clearing banks 
(omitting minor items) were distributed as follows— 
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£ million 

Per cent 
of Deposits 

Coin, Bank-notes, and Balances 


81 

with the Bank of England 

532 

Money at call and short notice . 

437 

6-6 

Treasury Bills discounted . 

1,21.2 

18-3 

Other Bills discounted 

83 

1-3 

Treasury Deposit Receipts . 

! - 

— 

Investments .... 

2,364 

35-8 

Advances to Customers 

1,824 

27-5 


These items are listed in order of liquidity. The order of profitability 
is exactly the reverse. 

The picture was considerably different before November, 1951. 
Liquid assets, including cash, amounted to between 40 and 45 per 
cent, as against 34 per cent at present; investments were only about 
25 per cent; advances rose from 16 per cent in 1945 to 30 per cent in 
October, 1951. 

The change was part of the new monetary policy. The Gov^ernment 
induced the banks to convert some ^£^500 million of their holdings of 
Treasury bills into a new issue of short-dated securities. The purpose 
was to curtail the power of the banks to create credit by reducing their 
liquid assets (which they could turn into cash) to a level they would 
regard as a minimum, and to check the growth of advances, which had 
risen by some £450 million during the previous two years. 

I now give some brief comments on the various items. 

Cash 

Less than half this item is till-money: notes and coin held on the 
premises to meet demands for cash by depositors. The rest (over £290 
million in October, 1954) is deposits with the Bank of England— 
bankers’ deposits—which can be withdrawn in cash if more till-money 
is needed, and which are used to meet payments from one bank to 
another at the clearing. 

The proportion of cash to deposits used to be shown as 10 per cent 
or more. But this was misleading. Each large bank made up its 
accounts on a different day and acquired more cash than it normally 
held in order to show a cash reserve of 10 per cent or over. This futile 
practice of window-dressing was given up at the end of 1946, and the 
cash reserve now shown, just over 8 per cent of deposits, is the amount 
normally held. 

Money at call and short notice 

Gall-money is lent mainly to discount houses. It is repayable at less 
than twenty-four hours’ notice and therefore carries a low rate of 
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interest—low enough for the discount houses to make a profit on 
buying Treasury bills with it. The discount houses have a substantial 
capital of their own, but they borrow far more from the banks, and 
employ their funds to buy (“discount”) bills of exchange and short- 
dated British Government securities. The banks do not tender for 
Treasury bills; they buy them about half way through their lives, 
maturing in one to two months, from the discount houses. 

Money at short notice is lent for periods up to fourteen days, a 
common period being seven days, to Stock Exchange and other 
borrowers. 

Discounts 

These are bills of exchange the banks have bought or, technically, 
discounted. They become liquid as they mature. A bank carries a 
portfolio of bills maturing at an even rate, unless it knows that it will 
have exceptionally large payments to make on a certain date, in which 
case it will carry a larger proportion of bills maturing on, or just before, 
that date. 

Nowadays most of the bills are Treasury bills, which the banks take 
over from the discount houses. The volume of commercial bills has 
shrunk greatly during recent decades. Some years ago the total was 
said to be only about ;(^100 million. But it has risen higher than that; 
at the beginning of 1952 the banks held over ;^180 million of com¬ 
mercial bills. But the volume is none the less quite small compared 
with nearly ;,(^5,000 million of Treasury bills. 

Treasury Deposit Receipts 

'Fhese were receipts given by the Treasury for loans which the banks 
were politely ordered to make to it for a period of around six months. 
They were introduced in 1940 in order to skim off some of the increase 
in bank deposits created by public expenditure. In 1945 they reached 
a peak of 38 per cent of deposits. They carried a slightly higher rate 
of interest than Treasury bills: f per cent when the latter were at 
I per cent. They were gradually reduced in volume to 16 per cent of 
deposits in 1949 and 7 per cent in 1950, and the last of them ran out 
in February, 1952, since when their issue has been suspended. 

hwestments 

These are gilt-edged securities, readily marketable on the Stock 
Exchange, but they fall in value if the rate of interest rises. What 
percentage their fixed income represents on their purchase price 
depends on when they were bought. A bank that bought, say, 3 per 
cent stock in 1947 at 100 is getting a return of only 3 per cent; a bank 
that bought the same stock at, say, 75 in 1953 is getting a return of 
4 per cent. 

Investments increase during a war, for the Government expects the 
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banks to subscribe to war loans. In 1942 they reached a peak o 32 per 
cent of deposits (as against less than 14 per cent during 1928-30); since 
the war the percentage remained around 25 until November, 1951, 
when it rose to 33, as explained earlier. 

Advances 

Advances are either loans for a fixed period, such as three months, 
or overdrafts, the customer being permitted to overdraw as he pleases 
up to an agreed maximum. 

Most of the total of advances is lent to firms. In general, British 
banks aim at providing industry and trade with working capital only, 
and seldom lend for more than six months. In practice, however, 
advances are often renewed again and again, and may run on for 
years. If a borrower is perfectly solvent but would have to reduce his 
output, or sell stocks of materials at a loss, in order to repay, the bank 
may agree to renew the advance. 

Advances tend to increase during a boom and to fall off during a 
depression. On the average, they were about 50 per cent of deposits 
during the 1920s. They fell with the Great Depression and averaged 
about 40 per cent in the 1930s. During the war they fell further, and 
in 1945 they were as low as 16 per cent. Since then, the percentage 
has risen. It was about 30 early in 1953; it is now over 27. 

At present, the Government regards the growth of advances as an 
inflationary force and wishes to check it. 


5. The Bank of England 

The Bank of England was nationalized, all its shares being bought by 
the Government, under the Bank of England Act of 1946. That Act 
lays down that the Bank shall have a Governor, a Deputy Governor, 
and sixteen Directors, together forming a Court of Directors. The 
Treasury can give such directions to the Bank as, after consultation 
with the Governor, they think necessary in the public interest. The 
Bank can request information from and make recommendations to the 
other banks; if so empowered by the Treasury it can give directions 
to any bank. 

All this makes no fundamental change. The Bank always acted 
in close co-operation with the Treasury in the public interest, and the 
other banks always followed its lead. The Act does rule out, however, 
the possibility that a strong Governor might disagree with the Treasury 
and follow an independent line. No doubt the Treasury will be guided 
by the views of the Bank, but legally the Bank is now the agent of the 
Treasury, although not part of the Civil Service, and is subordinate 
to it. 

The task of a central bank, in general terms, is to help the Govern- 
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ment to carry out its monetary policy by whatever means are most 
effective. Since the war, a major aim of British policy has been to 
prevent a deficit in the balance of payments (of which more later), 
and this has meant in practice restricting imports, especially from the 
dollar area. These restrictions have been enforced by Foreign Ex¬ 
change Control; nowadays this forms a large part of the work of the 
Bank. It also employs a considerable staff in the routine work of 
managing the long-term National Debt, such as keeping the stock 
registers and paying dividend warrants. But it still retains the three 
traditional functions of a central bank, which enable it to control the 
supply of money. These are to act as— 

1. The sole note-issuing authority. 

2. The Government’s bank. 

3. The bankers’ bank. 

The Note Issue 

Any central bank must control the note issue if it is to have full 
power over monetary policy. It could not command the situation if 
other banks were free to vary the amount of cash. 

The Bank Charter Act of 1844 laid down that every Bank of England 
note must be backed, pound for pound, by gold, except for a very 
small fiduciary issue, which could be backed by securities. Great Britain 
was on the gold standard; the Bank had to give gold on demand for its 
notes, and gold could be exported freely. In September, 1931, Great 
Britain left the gold standard and Bank of England notes became, 
and have remained, inconvertible. Nevertheless the notes still had to 
be backed by gold, although the amount of the fiduciary issue was 
raised; in 1914 it had been only ;(^18 million, and by 1939 it was ;{^300 
million. On the outbreak of war in 1939, the gold reserve of the Bank 
was taken over by the Government. Since then, the note issue of the 
Bank has been backed entirely by securities (plus a little coin). The 
term “fiduciary” is still retained; the whole of the note issue, at present 
(November, 1954) million, is said to be “fiduciary.” 

The country has a gold reserve (about ;(^1,000 million in November, 
1954) but this does not appear in the accounts of the Bank. Bank of 
England notes are merely inconvertible pieces of paper, but they are 
accepted by all and serve their purpose just as well as if they were 
backed by gold. 

The amount of the note issue is fixed by the Government and can 
readily be increaised or decreased if desirable. 

The Government Accounts 

The Government keeps its accounts with the Bank, paying in its 
receipts from taxation and other revenue and paying out its various 
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expenditure. Its accounts are shown on the weekly Return of the Bank 
as Public Deposits. They tend to rise when tax payments are flow¬ 
ing in and to fall when interest payments are made on the public 
debt. 

A rise in Public Deposits means that the Government is drawing in 
money from the public, who pay by cheque on their own banks, and 
that Bankers’ Deposits therefore tend to fall; the opposite happens 
when Public Deposits fall. The Treasury usually prevents these 
fluctuations from disturbing the money market by offsetting them, 
varying the volume of Treasury bills put on the market in order to 
maintain Bankers’ Deposits at a fairly steady level. 

The Government borrows from time to time on short-term from the 
Bank; these loans are called IVajs and Means Advances. The Bank acts 
as the agent for the Government in placing Treasury bills and in 
borrowing money from the other banks against Treasury deposit 
receipts. 

Bankers^ Deposits 

The other banks keep their cash reserves, except for till-money, with 
the Bank. When Bank A has a net payment to make to Bank B at the 
clearing, it pays by cheque drawn on the Bank, and this increases the 
deposit of Bank B at the Bank, and decreases the deposit of Bank A at 
the Bank, by that amount. 

As Bankers’ Deposits are the base on which the volume of bank 
credit rests, the Bank can bring about an expansion or contraction of 
bank credit by making the total of Bankers’ Deposits increase or 
diminish. 

The Bank of England Return 

The Bank publishes a weekly Return. The latest, as I write, is 
that for November 10th, 1954. It is given below , willi the figures 
rounded. 


Issue Department 


£ million 

Notes Issued 

In circulation . . . 1647*7 

In Banking Department . 27*7 


£ million 

Government Debt . . H O 

Other Government Securities 1660*2 
Other Securities . . . 0*8 

Coin (other than gold) . 3*0 

Amount of Fiduciary Issue 1675*0 
Gold Coin and Bullion (at 
248s. per oz. fine) . . 0*4 


1675-4 


1675-4 
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Banking Department 



£ million 


£ million 

Capital . 


14*6 

Government Securities 

. 346-5 

Rest 

. , 

3-3 

Other Securities . 

22-3 

Public Deposits 


20-4 

Discounts and Advances 

7-6 

Public accounts 

14*1 


Securities 

14-7 

H.M. Treasury Special 



Notes .... 

. 27-7 

Account 

• 6-3 




Other Deposits 

. 

360-5 

Coin 

2-3 

Bankers 

295-8 




Other Accounts 

64-7 






398-8 


398-8 


The note issue was 5^1,675 million. Of this, £27*7 million remained 
in the Bank as a cash reserve, till-money, held against deposits; the 
rest was “in circulation”—held by the public and the banks. The note 
issue was backed almost entirely by British Government Securities, 
including the Government Debt of ^T1 million, which is shown 
separately only for historical reasons. 

The Capital and the “Rest”—the reserve fund accumulated out of 
undistributed profits—are now owned by the Government. These two 
items do not change. 

H.M. Treasury Special Account is merely a book-keeping device for 
recording United States aid received but not yet spent. It is balanced 
by a corresponding value of non-interest-bearing securities on the 
assets side. 

Ignoring this item, we have Public Deposits 14*1 million, Bankers* 
Deposits £295-8 million, and Other Deposits £64-7 million. The last 
item is the deposits of private customers of the Bank, including a 
number of foreign and Dominion central banks and Governments. 

The assets held against these deposits were largely Government 
Securities. This item covers only direct obligations of the British 
Government, but it includes Treasury bills bought by the Bank on its 
own account, and any ways and means advances, as well as long-term 
securities. Thus it is this item which increases when the Bank pursues 
an expansionist open-market policy, and buys Treasury bills or other 
Government securities, and which decreases when the Bank sells securi¬ 
ties to reduce the volume of credit. 

The item of Other Securities is divided into two. Discounts and 
Advances comprise Treasury and other bills brought to the Bank for 
rediscount and advances made by the Bank to the discount houses and 
private clients. It is this item which increases when the market is 
“in the Bank*’—that is to say, when discount houses and perhaps others 
are forced to borrow from the Bank because the other banks call in 
their short loans in order to increase their cash. The other head, 
Securities, includes such stocks as first-class foreign and Dominion 
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securities, and any commercial bills bought by the Bank on its own 
initiative. 

The ratio between the cash reserve and the deposits is known as the 
Proportion\ it is about 8 per cent in the above Return. It was once 
an important figure, for when it fell too low the Bank would restrict 
credit in order to raise it. But nowadays, with an inconvertible note 
issue which can readily be expanded, the Proportion has little 
significance. 


6. The Bank Rate 

The central bank of a country is “the lender of last resort.’’ When the 
commercial banks and other finance houses want to borrow short¬ 
term loans and cannot borrow enough from one another, the money 
market as a whole being short of cash, they come in the last resort to 
the central bank. In most countries the commercial banks themselves 
go directly to the central bank when they are short of cash, and borrow 
from it, usually by selling it some of the bills or other lOUs which they 
are holding. But in Great Britain the convention is that the com¬ 
mercial banks do not borrow directly from the Bank of England. 
Instead, they call in some of their money lent at call or short notice, 
and it is the discount houses, and perhaps others, who are forced to go 
to the Bank in order to get the cash to repay their loans to the 
commercial banks. 

The Bank rate is the minimum official rate at which the Bank of 
England will lend money on short-term by taking over (the technical 
term is rediscounting) Treasury bills and other first-class bills. The 
Bank has the right to charge more, but in practice often charges less. 
At present (November, 1954) the Bank rate is 3 per cent, to which it 
was reduced from 3^ per cent in May, 1954. 

When the Bank rate is effective, all the other short-term rates in the 
London money market behave as if they were linked to it, going up 
when it is raised and going down when it is reduced. This can be 
illustrated by comparing the levels of the principal short-term rates 
when the Bank rate was 4 per cent (1952-53) with their present levels. 

The rate of discount on three-months Treasury bills was then about 
2f per cent; it is now lif per cent. The rates charged by the banks on 
loans at call and short notice were then 2 to 2\ per cent; they are now 
1J to If per cent. The banks at that time paid 2 per cent on deposits, 
and discount houses and other institutions accepting deposits paid a 
trifle more; the maximum rate now is IJ per cent. The rates charged 
by the banks on advances to customers at that time were around 5 to 6 
per cent; they are now somewhat lower. 

All these rates, and also others which I have not mentioned, would 
go up if the Bank rate were raised (and remained effective) and would 
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go down if it were lowered. When the Bank rate is effective, it governs 
the price of credit. 

The reasons why the Government may wish to raise or reduce rates 
of interest depend on the aims of its monetary policy. This is a large 
subject, to which I must return later, but a few remarks seem called 
for here. 

Two leading aims, which may at times come into sharp conflict, 
are the maintenance of the exchange value of sterling and full 
employment. 

Under the gold standard, the emphasis was on the former, and the 
Bank rate played an important part. In those days, the Bank rate was 
raised when gold was tending to flow out of the country; the gold 
reserve of the Bank had to be maintained if Great Britain was to stay 
on gold. The immediate effect of higher short-term rates in London 
was to attract short-term capital from overseas, leading to an inflow 
of gold. 

All this now seems as dead as the dodo. We are no longer on the 
gold standard. Nor does short-term capital move about freely to the 
centres where interest rates are highest. It is prevented by exchange 
control from going to some centres, such as New York. And its owners 
will not send it to others, despite the lure of high interest rates, because 
they fear that the currencies of those countries will fall in value or 
that their Governments will prevent them from subsequently with¬ 
drawing it. 

But a rise in the Bank rate had also a more fundamental purpose. 
If gold was leaving the country, this was a sign that we were importing 
more than we could pay for with our exports, and were meeting the 
difference in gold; our balance of payments was in deficit. A rise in the 
Bank rate was intended to bring about a general deflation of money 
incomes, which would reduce the demand for imports, bring the 
balance of payments into equilibrium, and stop the drain of gold. 

Although we are no longer on gold, we stiU wish to maintain the 
exchange value of sterling and to protect our reserves of gold and dollars. 
Some deflation, some reduction in total spending power, may be 
needed for this purpose. It was mainly for this reason that the Bank 
rate was raised towards the close of 1951. 

But the amount of employment depends on the total volume of 
spending. A rise in the Bank rate, bringing with it increases in rates of 
interest generally and a reduction in the supply of money, means less 
spending and may cause unemployment. Conversely, a fall in interest 
rates and an increase in the supply of money may increase employ¬ 
ment, although if carried too far it may lead to inflation and higher 
prices. 

Clearly there may be a conflict of aims. I think it is fair to say that 
from the summer of 1932 onwards, and again during the post-war 
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years until the Conservatives came to power in October, 1951, the 
dominant aim was fuller employment; and that this aim was pursued 
even at the risk of a fall in the exchange value of sterling. It was not 
fully achieved in the 1930s—the number of unemployed averaged 1|^ 
million—but it can be argued that “cheap money” stimulated econo¬ 
mic activity, especially in house-building, and that without it un¬ 
employment would have been greater. It was fully achieved after the 
war: possibly too fully, for the increase in the supply of money led to 
inflation and sterling was devalued (from $4*03 to |2-80) in September, 
1949. It can be claimed that the rise in the Bank rate towards the close 
of 1951 was a “disinflationary” measure, correcting the excessive 
increase in the supply of money which had taken place, and safe¬ 
guarding the exchange value of sterling without creating any sub¬ 
stantial unemployment. 

However this may be, it is a fact that from the summer of 1932 until 
August, 1939, when war was imminent, and again until October, 1951, 
the Bank rate remained unchanged at 2 per cent. Even at this low 
level, it was ineffective. Market rates of discount were much lower, 
and the market seldom had any fear of being forced to borrow from 
the Bank. During the post-war period, especially, monetary policy 
took a back seat. The Government used direct physical controls, such 
as rationing, to achieve its aims, and controlled the volume and direc¬ 
tion of investment directly and not through rates of interest, which 
remained low. 

The days, before September, 1931, when a change in the Bank rate 
was headline news and the City awaited anxiously the decision of the 
Court on Thursday mornings, seemed gone for ever. Nobody bothered 
about the Bank rate; it was fixed at 2 per cent, and there it would 
stay, impotent and unimportant. But now, at least for the time being, 
monetary policy is again being used as a major weapon, supplementing 
and gradually replacing direct physical controls, and the Bank rate 
once more means something. 


7. Open-Market Operations 

I wrote that when the Bank rate is effective other short-term rates of 
interest behave as if they were linked to it. But there is no legal link. 
Obviously market rates, for the types of loans made by the Bank, such 
as rediscounting first-class bills, will be less than the Bank rate, for why 
should borrowers pay more to the banks or finance houses when they 
could borrow more cheaply from the Bank? But, subject to this 
proviso, there is no necessary connection between the Bank rate and 
other rates. The latter might conceivably remain unchanged despite 
a rise or fall in the Bank rate. Why do they in fact follow the Bank 
rate, rising when it rises and falling when it falls? 
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It is true, but superficial, to explain this by the fact that the banks 
and finance houses accept and follow the leadership of the Bank. The 
underlying reason is that they know that a change in the Bank rate 
reflects the firm intention of the Government to change the price of 
credit, and that unless they respond as expected, steps will be taken 
to make them do so. 

The Government can at once support a change in the Bank rate by 
changing the rate of discount on Treasury bills in the same direction. 
The Government can vary the volume of Treasury bills that it puts 
on the market each week and within limits can fix whatever rate of 
discount it pleases. 

It may be, therefore, that a change in the Bank rate becomes 
effective, parallel changes taking place in other rates, without any 
alteration in the supply of money. This is what happened when the 
Bank rate was raised from 2 to 2| per cent in November, 1951, and 
again to 4 per cent in March, 1952. Other rates increased too, and 
although the supply of money was not reduced, the “psychological” 
effect of the rise in the rate was to cut down the volume of 
spending. 

If necessary^ however, the Bank can increase or reduce the supply 
of money in order to make effective a fall or rise in the Bank rate and 
to carry out more fully an expansionary or deflationary monetary 
policy. It increases the supply of money by buying Treasury bills or 
other Government securities on its own account, paying for them with 
cheques on itself. These cheques are paid into their accounts at their 
own banks by the sellers of the securities, and the deposits of the banks 
with the Bank are thereby increased. The total amount of Bankers’ 
Deposits increases—in other words, the total “balances with the Bank 
of England” of the banks increases. This enables them to expand 
bank credit, by making more loans or buying more securities, by 12J 
times the amount of the increase in their cash, and still maintain a cash 
reserve of 8 per cent against their deposits. 

Conversely, when the Bank wishes to reduce the supply of money, 
it sells Treasury bills or other Government securities. The buyers pay 
with cheques on their own banks, and Bankers’ Deposits are thereby 
reduced. 

These operations are known as open-market operations because the 
Bank employs a broker who buys or sells in the open market. Their 
effect in expanding or reducing the volume of bank credit is weakened 
in so far as the public holds more cash when the supply of money is 
increased (and prices rise or employment increases) and less when the 
supply of money is reduced (and prices fall or there is less employ¬ 
ment) . But any such counteracting tendencies can be offset by further 
expansion or reduction of Bankers’ Deposits. 
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8. Banking in Other Countries 

Most countries nowadays have a central bank, usually State-owned, 
which has the sole right of note issue and is the lender of last resort. 
There are several ways, however, in which most other banking systems 
differ from the British system. 

The volume of Treasury and other bills, and of loans at call or 
short notice, is greater in London than in most centres. These liquid 
assets give the British banks a second line of defence, supporting their 
cash reserves, and enable them to keep a low ratio, 8 per cent, of 
cash to deposits. In countries with less developed money markets, 
this ratio has to be higher; in some countries, where few assets of this 
type or none at all are available, it is 15 or 20 per cent. 

However, the large volume of Treasury bills, nearly £5,000 million, 
means that the Government cannot take an entirely disinterested view 
of what level of short-term rates is in the best economic interests of the 
country. It will tend to favour low rates in order to keep down the 
amount of interest it has to pay on the floating debt. When the rate of 
discount on Treasury bills was only | per cent, the annual charge was 
around £23 million; when, in 1953, it was nearly 2| per cent, the annual 
charge was well over 100 million. The decision to make the change, 
in the general economic interest of the country, cannot have been 
altogether painless. 

The intervention of the discount houses between the central bank 
and the commercial banks is peculiar to Great Britain. In other 
countries, when the commercial banks need more cash they borrow 
directly from the central bank, but in Great Britain they call in some 
of their loans at call and short notice, and it is the discount houses 
and others, not the commercial banks themselves, who borrow from 
the Bank of England to replenish the cash of the commercial banks. 

The cash reserve of 8 per cent maintained by the British banks is 
not enforced by law; they could keep a smaller reserve if they wished. 
In most other countries, the banks are compelled by law to keep a 
minimum reserve of cash, in the form of balances with the central 
bank, against their deposits. This minimum is raised when it is 
desired to restrict credit, and reduced when it is desired to expand 
credit; changes in the legal minimum therefore serve the same purpose 
as open-market operations by the central bank, although both methods 
may be used, reinforcing one another. 

In the United States there are twelve Federal Reserve Banks, each 
acting as a central bank for its district, with a Board of Governors of 
the Federal Reserve System meeting in Washington. The System is 
not State-owned, and the views of the Board may conflict with those 
of the U.S. Treasury, although the latter can usually persuade or 
compel the Board to follow the policy it favours. 
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Great Britain, like most countries where banking is well developed, 
has a few giant banks, each with numerous branches all over the 
country. If one of the branches makes a loss, the bank is large enough 
to stand the loss. But a bank that is independent and alone may be 
ruined by local economic difficulties—a crop failure, for example— 
which hit its customers. 

In the United States, however, there are over 14,000 banks, many 
of them serving and dependent on a small country area. Branch bank¬ 
ing has not been allowed to develop, for fear of creating a banking 
monopoly. During the years 1921 to 1929 nearly six thousand banks 
failed, and during 1930 to 1933 nearly nine thousand. The System 
has since been strengthened (for example, by compelling banks to 
insure their deposits), but the risks of failure are still much greater 
than in Great Britain. 



CHAPTER XXXIII 


THE VALUE OF MONEY 

1. Is THERE A General Level of Prices? 

1 ’he value of anything is what can be obtained in exchange for it. 
The value of money, therefore, is its purchasing power—what it will 
buy. It is commonly said that the value of money is the reciprocal of 
“the general level of prices,” Over a period, some prices may rise 
more than others, and some may remain stable or fall, but if the general 
level of prices has risen, we can equally well express this fact by saying 
that the value of money has fallen. If the general level of prices has 
doubled, this means that the value of money has halved: £1 will buy 
only half as much as before. Conversely, a fall in the general level of 
prices is the same thing as a rise in the value of money. 

But money buys anything and everything that has a price. It buys 
paper titles, such as Stock Exchange securities, and physical assets, 
such as land or plant and machinery; it buys the services of labour 
and other factors of production; it buys commodities at all stages 
of production, from raw materials to finished products. Is there 
any sense or purpose in grouping together all these very different 
items in order to derive from the hotch-potch some measure of 
changes in the general level of prices—that is to say, in the value of 
money? 

Surely not. This hotch-potch means nothing to anybody. It is the 
movements of sectional price levels, relatively to one another, that 
affect the economy as a whole and the fortunes of dilTerent groups. 
Farmers are affected by the relation between the prices of farm pro¬ 
ducts and the prices of the goods and services they buy. To a country 
which, like Great Britain, must rely largely on international trade, the 
relation between the prices she gets for her exports and the prices she 
must pay for her imports is of great importance. To the worker, what 
matters is the relation between his wages and the prices of the con¬ 
sumers’ goods and services which he buys. 

During the New York Stock Exchange boom which collapsed in 
October, 1929, ushering in the Great Depression, the prices of securities 
rose, on the average, about threefold, but the prices of commodities 
remained stable, although there was some increase in wage rates. 
Surely nothing is gained by lumping these facts together in order to 
strike an average which we call the percentage increase in the general 
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level of prices! Such an average means nothing; it is the divergencies 
which matter. 

I shall therefore write only of sectional price levels, especially the 
ret ail pric ^lcv^j^ of consumers’ g oods and services, often cdiW^d the cost 
of living. I must point out, however, that if we discard the concept of 
a general level of prices, we throw overboard at the same time any 
general explanation (such as the Fisher equation, which I discuss 
below) of the forces determining the value of money which relates the 
quantity of money to the general price level of everything against 
which money exchanges. 


2 . Index-Numbers of Prices 

I turn to the question of how to measure changes over time in sectional 
price levels or, in other words, changes over time in the value of money 
in relation to particular groups of items. 

Let us consider, as an example, the group consisting of foodstuffs 
consumed by British working-class households. We all know that 
every item is dearer than before the war. But some prices have risen 
more than others. By what percentage have they risen ‘‘on the 
average”? And are they, again “on the average,” dearer or cheaper 
than a year ago? 

In order to answer such questions we must decide what com¬ 
modities to include and in what proportions or, to use the technical 
term, what weight to give to each. These decisions are usually based 
on the results of inquiries into family budgets —into the ways in which 
families do in fact spend their money. 

There is no need to include all the many thousands of different 
items people buy. Many minor items, covering between them only a 
small percentage of the total expenditure on food, can be omitted. 
Unless their prices move very differently from the prices of the items 
included, leaving them out will make very little difference to the 
result. Some items, notably of vegetables and fruit, may have to be 
omitted from month-to-month comparisons because they are available 
only when they are in season. Again, there are many different brands 
of tea, for example. We need not include them all. We can take the 
price of some widely-consumed brand, or the average price of three or 
four Such brands, to represent the price of tea. For we know that the 
prices of other popular brands will move in the same way, while the 
price of an expensive tea, such as pure Darjeeling, is not relevant to 
our inquiry: working-class households cannot afford it. In the same 
way we can take four or five cuts, such as ribs of beef and loin of lamb, 
to represent “meat,” and two or three of the cheaper fish, such as cod 
and herring and hake, to represent “fish.” 

In this way we get a collection of different amounts of different 
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foodstuffs that represents the bulk of the expenditure of a working- 
class household on food. We can think of this collection as a large 
“basket of commodities,” representing a week’s shopping on food¬ 
stuffs. 

We must then find out the cost of this basketful from time to time, 
taking care always to get our prices from the same shops or stalls, for 
some shops or some districts may charge more than others, and making 
sure that we always take the prices of the same brands or qualities. 

Suppose that in June, 1938, it cost JOl, in June, 1952, and in 
June, 1953, £3 Is. This gives us our answer. The price of foodstuffs 
consumed by an average working-class household rose by 50 per cent 
between June, 1938, and June, 1952, and by If per cent between 
June, 1952, and June, 1953. 

Instead of giving the actual cost of the basket, we could represent 
its cost at some date, known as the “base” date, by the figure 100, 
and we could represent its cost at any other date by a figure which 
bears the same relation to 100 as its cost at that date bears to its cost 
at the base date. These figures are known as index-numbers. For 
example, if we were to base our index on June, 1938 = 100, the index- 
numbers would be 150 for June, 1952, and 152*5 for June, 1953. It is 
usual to compile such index-numbers monthly, and it is more con¬ 
venient for us to make comparisons, when confronted with a long 
series of monthly figures, if they are all given as index-numbers related 
to 100 at some base date. 

The base date should be suitably chosen. If we are interested 
mainly in comparisons with pre-war prices, a pre-war base date such 
as June, 1938, is appropriate. But if we feel that prices will continue 
to be on a much higher level than pre-war, and we are interested 
mainly in current changes, a post-war base date is more suitable. If 
we should take June, 1952, for example, as our base, the above figures 
would be rewritten: June, 1938, 67; June, 1952, 100; June, 1953, 102. 
(The actual figure for June, 1938, would be 66f and for June, 1953, 
101 f, but it is usual to round off index-numbers to the nearest whole 
number.) 

There is another, and more usual, way of compiling index-numbers, 
which leads to just the same results. The price of each commodity 
included is written as 100 for the base date. Each commodity is given 
a weight corresponding to the relative expenditure on it. The index- 
number for each commodity is then multiplied by its weight, and the 
sum of all these products, for any month, is then divided by the total 
of all the weights to give the weighted average. 

Suppose, to give a simple example with three commodities only, 
that the price of bread was 3d. a loaf in June, 1938, and 4fd. in June, 
1953, and that the corresponding prices for milk were 3d. and 6d. a 
pint, and for cheese 9d. and 2s. 3d. a pound. Bread has risen in price 
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by 50 per cent, milk by 100 per cent, and cheese by 200 per cent. 
The simple average of these increases is 350 divided by 3, about 117 
per cent. But if people spend twice as much on bread as on milk and 
three times as much on milk as on cheese, we must weight these com¬ 
modities accordingly (e.g. giving a weight of 6 to bread, 3 to milk, and 
1 to cheese) and this gives us a “weighted average” price increase of 
only 80 per cent, obtained as follows— 



June, 1938 

June, 1953 

Weight 

Bread 

100 

150 

x6=900 

Milk .... 

100 

200 

X 3 ~ 600 

Cheese 

100 

300 

X 1=300 




10)1800 




180 


The Ministry of Labour compiles a monthly index of retail prices 
(called the Interim Index of Retail Prices) which covers other expendi¬ 
ture as well as expenditure on food. It may be used to measure changes 
in the cost of living of the households of manual workers. The revised 
weights given to the various groups are based on estimated consump¬ 
tion in 1950 and are as follows— 


Food .... 

399 

Rent and Rates . 

72 

Clothing 

98 

Fuel and Light . 

66 

Household Durable Goods 

62 

Miscellaneous Goods . 

44 

Services 

91 

Alcoholic Drink . 

78 

Tobacco 

90 


1,000 


The index-number is based on June, 1947 = 100. Its monthly average 
was 125 for 1951, 136 for 1952, 140 for 1953, and 143 for 1954. 

Any such index-number usually gives rise to misunderstanding. It 
is thought by some that the items included are supposed to provide 
an adequate standard of living for a family. But this is not so. 
Whether or not families have an adequate standard of living is quite 
a different question. The index merely measures changes in retail 
prices “on the average,” the average being weighted to correspond to 
the actual expenditures of the average family on the various items 
which are included. 

Different families do not all buy the same things, or do not buy 
them in the same proportions. Contrast, for example, a family with 
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young children and a family without. Suppose they have the same 
family income. The former will spend more than the latter on such 
items as bread and milk and children’s clothing, and will therefore be 
able to afford less than the latter for certain other items. Again, the 
price of meat does not matter to a vegetarian or the price of cigarettes 
to a non-smoker. The composition and weighting of an index applies 
only to the average family; for any particular family, the cost of living 
may have changed either more or less than the index-number shows; 
indeed it may have risen when the index-number shows a fall, or 
conversely. 

Such differences may be still greater for families with considerably 
higher (or lower) incomes than those to whom the index relates. For 
their consumption-patterns will be different. A richer family usually 
spends a smaller proportion of its income on food; hence if food prices 
rise more than other prices, the cost of living for such a family rises 
less than for a manual labourer, and conversely. Again, a richer 
family tends to buy better qualities than a poor family can afford, and 
these may change in price by a greater or smaller percentage than the 
cheaper qualities. A richer family may also spend money on items, 
such as school fees for the children or wages to servants or petrol for 
the car, which do not appear at all in the budget of a poor family, 
and which may change in price either more or less than those which do. 

As time goes on, changes take place in consumption-patterns. The 
British manual worker today has a higher real income than his father 
had. His family is better fed, consuming more meat and milk and 
fats, although only about a third of his expenditure goes on food, as 
compared with a half forty years ago. Tastes have changed: for example, 
we now consume less beer and spirits but more cigarettes, and women 
spend more time and money in beauty-parlours but buy fewer hats. 
Goods which used to be considered luxuries, such as radios and 
refrigerators, are now bought by manual workers. New commodities, 
such as nylon textiles, have appeared on the market. 

There is no satisfactory way of measuring the change in the cost of 
living between two dates so far apart that there has been a marked 
change in consumption habits. If an index exists, based on the earlier 
period, it is no longer appropriate; it should be scrapped and replaced 
by a new index which is up to date in the items it covers and the 
relative weight it gives to each item. 

Nor is there any satisfactory way of measuring the difference in the 
cost of living between two countries with different consumption habits. 
Tea is cheaper in Great Britain than in France, but wine is cheaper in 
France; the British workman drinks tea, and the French workman 
drinks wine. 

Somebody who knows all the facts can make a good qualitative 
judgment on differences in the cost of living between countries, or 
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between different periods in the same country, but measurement is 
not possible if consumption habits are widely different. 

The above remarks have related to index-numbers measuring 
changes in retail prices or in the cost of living. It is possible to con¬ 
struct index-numbers in the same way to measure the change in any 
other sectional price level. For example, there are index-numbers 
showing the weighted average changes in the wholesale prices of dif¬ 
ferent groups of commodities; in the prices of British exports and of 
British imports; in wage rates; and in the prices of “equity” shares. 
The same questions arise with any index measuring changes over time. 
What items should be included? What is a suitable base date? Have 
the relevant conditions altered so much that the present index is no 
longer appropriate and should be superseded by a new one? 


3. The Effects of Changes in the Value of Money 

Although I have suggested that we should discard the notion of a con¬ 
glomerate all-embracing general level of prices, there are periods when 
the price of nearly everything is rising and we can speak without 
ambiguity of a general fall in the value of money. Such periods are 
usually periods of inflation, which may be defined for the moment as 
an increase in the supply of money accompanied by a tendency for 
prices to rise. They are especially likely to occur during a war and 
the years immediately following. The last war was no exception. The 
value of money fell in every country, although the fall was much 
greater in some countries than in others. 

There are also periods when the value of money is plainly rising. 
The Great Depression, from about the autumn of 1929 to 1933, was 
such a period. Some countries left the gold standard in order to lessen 
the fall in prices in terms of their own money, but in terms of gold 
most prices fell by something between one-third and one-half. Some 
periods of falling prices are periods of deliberate deflation or “disinfla¬ 
tion,” the monetary authorities reducing the supply of money to 
reverse an inflation which has gone too far. 

What are the consequences of a general fall in the value of mo ney ? 

All who have incomes or a ssets fix_ed in t erm s of mo ney will lose by: 
the fall in the p urHiasing power jo£qheir_jmonev. This covers the 
whole “rentier” class, such as holders of bonds yielding a fixed income 
and landlords who have let their land or buildings on long leases, as 
well as all who receive pensions or other annuities and social security 
payments. The money value of assets such as savings bank and other 
deposits, life assurance policies, and debts due to lenders, remains the 
same, but the money buys less. 

Wage-ear ners su ffer a fall in their real incomes unless they can 
obtain increases inTTTcii^wag es tha t are prompt enough and large 
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enough to keep pace with the rising cost q£ li ving. At first, before 
wage-earners realize that an inflation is going on, wages are likely to 
lag well behind prices. It is often especially difficult for salary-earners 
to get adequate increases in salaries which, by convention, are fixed 
for long periods. 

Entrepreneurs gain^ at a ny r ate in ffie earlier s tages . They get 
higher prices for their products ; and although they probably have to 
pay correspondingly higher prices for their materials, their fixed 
charges remain the same, and their labour costs are likely, at first, to 
rise less than their selling prices. 

The gain i s esp ecially mark ed f or entreprene urs who borrow . They 
use the loans to produce goods that are rising in price. Suppose that 
prices double during a year. Even if the entrepreneur pays, say, 
10 per cent interest, each 100 he borrows produces goods worth £200 
at the end of the year, and he pays back only £110. The lender, 
on the other hand, receives £110, which buys only as much as £55 
bought at the beginning of the year. 

But the whole of the jrofi ts of the en trepreneur are not net profits. 
If he wishes To TeejTTiis real capital intact, he must set aside larger 
reserves against depreciation, for his plant and other fixed assets will 
cost more to replace when the time comes. In the same way, he must 
set aside a reserve to meet the higher prices he will have to pay for 
replacing his stocks of materials. The official estimate of the U.K. 
national income shows that some £500 to £700 million of gross profits 
represented “stock appreciation” in both 1950 and 1951; these were 
years of rising prices. 

The effect of inflation on Government finance is likely to be favour¬ 
able inTHe early stages. The revenue from taxes on commodities will 
increase if the taxS are ad valorem (a percentage of the selling price) 
and not specific (so much per physical unit). The revenue from taxes 
on incomes and profits will increase after a time lag. Expenditure 
which is fixed in terms of money, such as interest on the national debt, 
pensions, and—at first—the salaries of civil servants, will remain the 
same. 

I turn to the effects on o utpu t. At first, these will be favourable. 
Prospects of profitTvTirBe~5ngEt^ and therefore firms will tend to pro¬ 
duce to full capacity. Unemployed labour and other resources will be 
absorbed into employment unless prevented by obstacles to mobility. 

But once full employment has been attained, rising prices cannot 
bring about any further increase in total output. What is likely is an 
increase in investment. All on fixed incomes will be forced to consume 
less, and this will free labour and other resources to move from the 
consumption industries into the investment industries. Entrepreneurs 
will wish to increase their capacity, and this will lead to greater invest¬ 
ment. 
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It is when prices stop rising that there will be trouble. Some enter; 
prises will have to close down; they paid only because their selling 
prices were rising faster than their costs. Some of the new assets, such 
as plant to make capital goods, may be redundant; they were designed 
to support a volume of investment greater than the community can 
afford. And it may well be that some entrepreneurs, anxious to make 
hay while the sun shone, have not properly maintained their fixed 
capital and have allowed their stocks to run down. 

Must prices stop rising? If they rise so fast that there is a runaway 
inflation, this must come to an end. How can economic activity go 
on at full speed when prices double or more than double from one 
hour to another? We have had no experience of this in Great Britain, 
but other countries have. The best-known example is the inflation in 
Germany which reached its climax, and collapsed, in 1923. The most 
fantastic example is the jet-propelled inflation in Hungary in 1944. 
When the inflation stopped, the new currency unit, the florin, was 
equal to 40,000 quadrillions of the old pengo: this is a figure with 
twenty-nine noughts. A runaway inflation must stop. People cease 
to accept the currency as a measure of value and there will be chaos 
until a fresh start is made with a new and stable currency. 

But would it not be possible to maintain a gentle and continuous 
fall in the value of money? I suspect that a number of economists 
believe in their hearts that this would be the ideal policy, reducing 
the burden of fixed charges, providing a constant stimulus to business, 
and thus maintaining full employment. 

I doubt whether such a continuous mild inflation would be possible. 
I think that as soon as people realized that the Government was follow¬ 
ing this policy, they would anticipate the coming rise in prices, bring¬ 
ing it about more quickly, and to a greater extent, than was planned. 

Let us suppose, however, that the inflation goes according to plan. 
It might lead to a deficit in the balance of payments, but we can ignore 
this possibility: we can suppose, for example, that other countries too 
are inflating at the same rate. 

Would the result be to maintain full employment? The view that 
it would rests on the belief that trade unions would accept lower real 
wages, giving larger profits to the entrepreneurs, provided that their 
money wages were not reduced. Keynes tended to hold this belief. 
But surely all recent experience contradicts it. Once the trade unions 
realized that inflation was under way, they would not be fooled. On 
the contrary, they would be likely to demand wage increases that not 
merely kept real wages constant but increased them. Instead of a 
mild inflation which increased profits at the expense of wages, the 
inflation would have to be speeded up in order to keep profits at their 
normal level by passing on wage increases in the form of higher prices. 

As for the rentier, he has been milked often enough in the past. But 
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he is beginning to revolt, and nowadays the problem is how to induce 
people to save more. A continuous inflation would make people 
reluctant to save in order to lend at fixed interest, unless rates of 
interest were high enough to compensate them for the fall in the value 
of their money. 

Hence, in my opinion, the profits of inflation would soon melt away, 
and the supposed benefits of inflation, except in the earlier stages, are 
illusory. 

On the other hand, a sharp fall in prices, such as took place during 
the Great Depression, may cause heavy unemployment and numerous 
bankruptcies. 

There is something to be said for a policy of stabilizing money 
incomes. If we suppose that productivity will continuously increase, 
owing to technical progress, such a policy would mean a continuous 
mild deflation. The fruits of economic progress would be shared by 
all in the form of a gently falling cost of living. No unemployment 
would be created, for by hypothesis the increase in physical marginal 
products would oflset the fall in their prices. But I fear that such a 
policy would be quite impracticable in the modern world, where most 
sections of the community expect and demand increases in their money 
incomes as time goes on. 

The eftects of a rise in the value of money on the distribution of 
wealth are just the opposite of those of a fall. All on fixed money 
incomes gain, including those workers who keep their jobs; the total 
real incomes of British workers as a whole were greater during the 
Great Depression than at any former time. Profits, on the other hand, 
tend to fall unless the productivity of labour increases enough to offset 
the fall in prices. Governments tend to incur deficits, their revenue 
falling more than their expenditure if most of the latter is fixed. 

The reader may perhaps conclude that the best policy is to keep 
the value of money stable. This would safeguard the purchasing 
power of all savings and fixed incomes and would encourage saving 
and lending. 

But there may be times when monetary expansion is needed to 
increase employment, and it is often difficult to prevent some rise in 
prices as a by-product of the expansion. Again, there may be times 
when some deflation is needed to check a boom before it goes too far. 
And if it is desired to keep the exchange value of the currency stable 
in terms of gold, or of American dollars, some inflation or deflation 
may be needed from time to time for this purpose. 

4 . The Quantity Theory of Money 

Whenever and wherever there has been a large increase in price levels 
it has been associated with a large increase in the supply of money. 
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Public opinion, however, has often failed to realize the connection, and 
has attributed the rise in prices to some other reason, such as ‘‘profiteer¬ 
ing.” The quantity theory of money has rendered a useful service by 
showing that money is no exception to the general rule that an increase 
in the supply of anything tends to reduce its value, and a decrease to 
raise its value. 

The best-known version of the quantity theory is that put forward 
by Professor Irving Fisher and embodied in the equation: 

MV = PT. ^ 

In this equation, M stands for the quantity of money, V for its velocity 
of circulation, P for the price level, and T for the volume of goods 
exchanged against money. 

The velocity of circulation of money is the average number of times a 
unit of money is spent during the period—say, a year—under con¬ 
sideration. A. £\ note that changes hands ten times during the year, 
buying £\ worth of goods each time, is equivalent to ten £\ notes 
each of which changes hands only once. The total value of all the 
cheques drawn during a year is many times greater than the total of 
bank deposits. We must therefore multiply the quantity of money by 
its velocity of circulation in order to find the total money expenditure. 

The Fisher equation is an “equation of exchange.” A flow of 
money exchanges against a flow of goods, and the money spent must 
equal the value of the goods bought. 

Suppose that Is. 6d. exchanges against 3 loaves at 4d. each and a 
pint of milk at 6d. The cost of this collection—3 loaves and a pint of 
milk—is Is. 6d. If at some later date 3s. exchanges against this same 
collection, its cost has doubled. The prices of bread and milk may 
each have doubled, a loaf costing 8d. and a pint of milk Is., or one 
price may have more than doubled and the other less than doubled— 
for example, bread may have risen only 50 per cent, to 6d. a loaf, 
and milk 200 per cent, to Is. 6d. a pint—but what is certain is that 
the price level of this collection has exactly doubled, for it now costs 
exactly twice as much. Or it may be that 9d. now buys this collection. 
Is. 6d. buying 6 loaves and 2 pints of milk; in that event the cost of 
the collection, the price level, has halved. 

Clearly the principle is just the same when we consider not just two 
items, bread and milk, but the whole volume of retail sales on the one 
hand and the amount of money spent on them on the other hand. 

The moral is that a change in the total money expenditure (MV), 
week by week or year by year, will cause the same percentage change 
in the price level—provided that T remains the same. And a 
change in the volume of goods sold (T), week by week or year by 
year, will cause a corresponding (but opposite) change in the price 
level—other things (M and V) remaining the same. A bjg ger flow 
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of money t^nds t o raise prices an d a bigger flow of goods to reduce 
them._ 

" Trhis is all very well, as far as it goes. But it does not go very far. 

Its first defect is that if we consider the total money expenditure, the 
price level is a hotch-potch which covers everything bought with 
money. By far the greater part, in value, of all money transactions, 
in a country such as Great Britain, are purchases and sales of securities 
and other assets. I argued at the beginning of this chapter that such 
a conglomerate price level is not a useful concept. Yet if we consider 
only retail sales, the connection between the total amount of money in 
existence and the flow of money expenditure on retail sales is remote. 
It is quite possible for the total amount of money to increase while 
money expenditure on retail sales falls, or conversely; and even if both 
increase, or decrease, together, one may change by a larger proportion 
than the other. 

Its second defect is that other things do not remain equal. 

A change in M may affect T. For example, an increase in the 
amount of money during a period of unemployment may increase 
employment and therefore output, giving an increase in T with little 
or no increase in the price level, P, 

A change in T may affect MV. For example, a general increase in 
output may not lead to a general fall in prices. As a rule, during a 
boom, output and prices both increase. The increase in T leads to 
an increase in F, and possibly in My and owing to the increase in 
MV the price level P rises, rather than falls, despite the increase 
in T. 

A change in M may affect V. As we have noted earlier, during an 
inflation people are anxious to get rid of money, which is depreciating 
in value, and its velocity of circulation increases. They expect that 
prices will go on rising, so they buy quickly, making prices rise still 
faster. This was well illustrated during the German inflation after the 
1914-18 war. The volume of the note issue increased from 81 milliard 
paper marks in December, 1920, to 116,000 milliard in August, 1923, 
but prices rose about forty times more than the increase in the quan¬ 
tity of money; the value of the note issue in gold marks fell from 4,800 
million at the former date to 116 million at the latter date. 

It is not correct, therefore, to assume that other things remain equal. 
A change in M may cause a change in V or T, or both; a change in 
any of the four terms in the equation of exchange may cause a change 
in one or more of the other three. 

The third defect of the quantity theory is that the real causes of a 
change in the value of money may lie right outside its field of vision. 
For example, the real cause of a rise in the price level may be the 
growth of population, leading to a fall in output per head in a country 
where land and other resources are limited in amount; or it may be 
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a general rise in money wages without a corresponding increase in out¬ 
put; or it may be a series of budget deficits arising from a war. It is^ 
of course, always possible to show that changes in the price level must 
be accompanied by changes in M or F or T, but in order to under¬ 
stand what has happened, and to follow the chain of causation, we 
must know the reasons why M or F or T have changed. 

The conclusion is that the quantity theory is not very helpful. But 
it is useful in showing that when a marked inflation takes place there 
is a causal connection between the large increase in the quantity of 
money and the large fall in its value, and in pointing to the corollary 
that the way to stop the inflation is to stop increasing the quantity of 
money—although in practice this is often easier said than done. 


5 . The Demand for Money 

There is a story that a Chinese war lord once disproved the quantity 
theory of money. He wanted to increase the volume of paper money 
he issued, in order to pay his soldiers and others. So he asked his 
bankers what would happen if he did. They explained that a bigger 
amount of money would exchange against the same volume of goods 
and that therefore prices would rise. He replied that he was going to 
issue a lot more notes and that, if prices rose by as much as 5 per cent, 
banker A and banker B would have their heads cut off; if by 10 per cent, 
then C and D would also have their heads cut off, and so on. He did 
issue more notes; and prices did not rise. 

What happened, of course, was that the bankers held a correspond¬ 
ing amount of money as idle balances. The quantity theorists would 
say that this did not disprove their theory; the bankers kept money out 
of circulation, thus offsetting the increase in Ai by a decrease in F. 
But an alternative form of explanation is that the bankers increased 
their own demand for money to offset the increase in supply. 

The demand for money is the demand for money to hold, the 
demand for money balances. It is the inverse of the velocity of circu¬ 
lation; wc can say either that the demand for money has increased or 
that the velocity of circulation has diminished, or conversely. The 
former expression is perhaps preferable, for we can then explain the 
value of money in the same way that we explain the value of other 
things, in terms of supply and demand, without introducing a new 
concept, the velocity of circulation. 

Some money balances, notably those held on deposit account at 
banks, are normally idle. Others are active, payments-in and pay- 
ments-out being made frequently. Apart from hoarders, people hold 
very different amounts of money at different times. Wage-earners 
paid on Fridays have more money on Friday nights than on Thursday 
nights. Nevertheless every person or firm holds on the average, taking 

Q B.F. 
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one day with another, a certain sum of money. What determines the 
amount of money which, on the average, he wishes to hold? 

We have come across this question before, when we considered the 
monetary theory of interest. It is rather confusing, because if the 
total amount of money in a country is given, then at any moment all 
of it must be somewhere—in pockets, in tills, in the vaults of banks, 
and so on. The total amount of money, no more and no less, must 
be demanded, in the sense that all of it must be held somewhere by 
somebody. But the value, or purchasing power, of this amount—the 
demand for money in terms of other things—may change. 

An increase in the demand for houses, the stock of houses being 
given, shows itself in an increase in the value of houses. In the same 
way, an increase in the demand for money shows itself in an increase 
in the value of money—that is, in a general fall in price levels. This 
happens during a depression. The output of goods falls ofl', the quan¬ 
tity of money may remain the same, yet price levels fall. Why? 
Because the demand for money has increased. For the demand for 
money is a demand to hold money rather than other assets. When 
people think that the prices of other assets, such as securities or real 
estate or goods, are likely to fall they will prefer to hold money rather 
than to spend it in buying such assets. I'he velocity of circulation of 
money falls; in other words, the demand for money increases. 

A change in the habits of the community may alter the demand for 
money. Suppose, for example, that more wage-earners are paid by 
cheque, and open banking accounts. They would keep some of their 
money in the form of bank deposits and not of cash, whereas before 
they kept it all in cash. This would be a decrease in the demand for 
cash by the public; it would enable the banks to increase the volume 
of bank credit without reducing their percentage reserve of cash against 
deposits. Again, an increase in the practice of ofisetting book-entry 
debts due from ^ to i? by debts due from B to A (a process which is 
carried to the limit when firms engaged in different stages of producing 
the same commodity amalgamate with one another), will reduce the 
demand for money. 

The amount of money which people or firms want to hold in order 
to make current payments will tend to vary with their money incomes: 
the bigger the income, the bigger the balance needed. It will also 
tend to vary with the price level of commodities. What usually hap¬ 
pens is that a rise in incomes and prices is accompanied by an increase 
in the quantity of money, which makes possible larger money balances. 
When an inflation is under way, a further increase in the supply of 
money seems inevitable to enable business to carry on. Firms have to 
meet larger wages bills and to pay more for materials; households need 
more money to pay for a week’s shopping. Nevertheless, if it were 
possible to hold this “inadequate” supply of money constant, the 
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inflation would stop. Incomes and prices would adjust themselves 
downwards, perhaps at the cost of unemployment and bankruptcies, 
until the existing supply of money became “adequate.” To that 
extent, the quantity theory is correct. 

Given the habits of the community and the general level of incomes, 
what determines the amount of money a person (or firm) wishes to hold? 

If he did not hold money, he could either spend it or invest it. It 
is easy to understand why people prefer holding money to holding 
large stocks of goods that may deteriorate in quality. The question is 
why they do not invest this money and get interest on it until the time 
comes when they want to spend it. One reason is that it is costly and 
troublesome to invest small sums for short periods. Another reason is 
that people are not sure how much money they will need in the near 
future, and like to keep a certain amount of cash or bank deposits as a 
liquid reserve against possible unforeseen contingencies. Finally, they 
may fear that the prices of securities will fall. Thus people and firms 
keep a certain proportion of their assets in the form of money. 

An increase in their liquidity-preference, and therefore in their 
demand to hold money rather than other assets, will tend to reduce 
the price-level of bonds—that is, to raise the rate of interest. A 
decrease in their liquidity-preference will do the opposite; it will push 
up the prices of bonds, which people are now more eager to hold. 

A change in the demand for money may also lead to a change in 
the price levels of commodities. Suppose, for example, that people 
think the rate of profit is rising. They will want to keep a smaller 
proportion of their assets in the form of money, since investment is 
now more profitable than it was before and their need for liquidity is 
no greater. Investment will inciease. Purchases by entrepreneurs 
and others who get command of the new capital will increase, and 
this will tend to raise prices. Although the total amount of money 
may remain the same, its value will fall. Thus the desire of the public 
to hold a smaller proportion of their assets in the form of money will 
be fulfilled. Each may hold as much money as before, but its value 
will be less. 

6. Why Does the Value of Money Change? 

In order to explain any particular change in the value of money we 
should study all the relevant circumstances. 

For example, during 1950 and 1951 most materials rose in price. 
It was feared that the war in Korea might soon lead to a world war. 
Consequently there was increased public and private stock-piling and 
bigger rearmament programmes. When this fear abated, stock-piling 
fell off, the pace of rearmament was reduced, and the prices of materials 
came down again. 
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Changes may take place simultaneously in the supply of money, the 
demand for money, and the levels of output and stocks of goods. It is 
not enough to know, for example, that the supply of money has 
increased by so much. We must know also how and where the new 
money was injected and what happened to it. Perhaps it passed into 
idle balances, and had no effect. Perhaps it was created by the banks 
and used by them to buy securities: the first effect will be a tendency 
to raise the prices of securities, or in other words to reduce the rate of 
interest. Perhaps it was advanced to firms who had to pay higher 
wage rates; in that event, it will soon be spent by the wage-earners and 
will tend to raise retail prices—unless, we must add, the higher wages 
are accompanied by an increase in output large enough to prevent 
prices from rising despite the increased money expenditure. 

Inflation has been described as “too much money chasing too few 
goods,” a description which is in harmony with the quantity theory. 
We can perhaps go a little further. “A man’s reach must exceed his 
grasp,” says Browning. A country’s reach often exceeds its grasp. It 
wants to spend so much on maintaining or raising standards of living, 
so much on social services, so much on investment, so much on defence. 
It has not the labour and other resources to do all that it wishes. If 
an attempt is made to carry out all the programmes, in terms of money 
expenditure, something has to give. What gives is often the price 
level; prices rise so that the money programmes do not mean as much 
in real terms; the grasp of the country is restricted to what the avail¬ 
able labour and other resources can produce (plus any aid from 
abroad), but its reach, in terms of money, can be as long as it wishes. 

A budget deficit is often inflationary'. But not always. Public expendi¬ 
ture, from money borrowed or created by the Government, may 
succeed in bringing unemployed workers and other resources into 
productive activity; the increased money expenditure may be matched, 
after a time, by a greater flow of output; and the value of money may 
fall only slightly, or not at all. 

But often a budget deficit is incurred during a period of full employ¬ 
ment, or is much greater than is needed to bring about full employ¬ 
ment. For example, a Government may need money to fight a war, 
and may raise most of the money not from taxation but from borrow¬ 
ing. In so far as it borrows from the public, the question is what they 
would have done with the money had they not lent it to the Govern¬ 
ment. If money balances become more active when they are turned 
over to the Government, Government borrowing is inflationary. In 
practice, the Government will probably create new money. In some 
countries it might simply print more notes and use them to pay for its 
expenditure. Nowadays, in a country such as Great Britain, the 
Government would borrow from the banks, printing more notes to 
enable the banks to maintain their cash reserves. The way to stop 



THE VALUE OF MONEY 


469 

such an inflation is for the Government to cut down its expenditure 
(if it can!) and to increase taxation, so that it can pay its way without 
creating more money and without inflationary borrowing. 

A budget surplus is deflationary or disinflationary if it takes away 
money from taxpayers who would otherwise have spent it, and if the 
Government then keeps the money fairly idle—for example, by using 
it to repay public debt. Should the Government spend the money 
on, say, a development programme, the budget surplus is not defla¬ 
tionary; it merely transfers that amount of expenditure from con¬ 
sumption to investment. In the long run, however, greater public 
investment will lead to a larger volume of output, and this will tend 
to keep down prices. 

In Great Britain after the war we often heard of the inflationary gap. 
This was the sum by which, it was calculated, money incomes had to 
be reduced in order that the expected volume of output (plus imports 
less exports) could be bought at prevailing prices. More narrowly, it 
was the amount by which voluntary saving would fall short of planned 
investment, including public investment. This amount, therefore, had 
to be taken in the form of increased taxation in order to prevent a 
general rise in prices. The flow of money expenditure on consumers’ 
goods would then equal, and not exceed, the flow of consumers’ goods, 
without any general rise in their prices. 

An export surplus tends to be inflationary. A country has exported 
more than it has imported. The exporters have received more money 
than the importers liave paid out, so that total money expenditure 
may increase, whereas the flow of goods on which the money can be 
spent has been reduced, for more exports have left the country than 
the imports received in exchange for them. Conversely, an import 
surplus tends to be deflationary. 

Fluctuations in investment are often a major cause of changes in the 
value of money. Greater investment, as we have seen earlier, tends 
to reduce the value of money if it is financed by an expansion of bank 
credit. Higher prices impose “forced saving,” for the benefit of the 
entrepreneurs, on all with relatively fixed incomes. Conversely, a 
reduction in investment tends to reduce prices. We must not forget, 
however, that changes in investment may be associated with changes 
in employment and therefore in output. I have also mentioned 
changes in wage rates, A general rise in wage rates that is not matched 
by a corresponding increase in output will be inflationary, and con¬ 
versely. 

I have made a number of tentative generalizations, but the main 
impression I would like to give the reader is that we should not rely 
on generalizations or formulas or equations, but should study each 
particular case in the light of all the relevant facts. 
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CHAPTER XXXIV 


THE THEORY OF INTERNATIONAL TRADE 

1 . Why have a Separate Theory for International Trade? 

All trade arises from specialization between districts, which was dis¬ 
cussed in Chapter VI. National boundaries in no way change the 
differences between districts, such as differences in climate and ^in 
natural resources, which make specialization by 3istncts advantageous. 
flKe trade between the various Australian States was international 
until their federation into a Commonwealth in 1901 , since when it has 
been domestic or internal. The trade between Southern Ireland and 
Great Britain was domestic until Southern Ireland became a separate 
republic, since when it has been international. But clearly such 
changes in boundaries do not alter the facts of economic geography. 
Why, then, should we take account of national boundaries by having 
.ys^hrate . tji^pry.pf ern^UQj^ trade? 

iiieTeason, in two words, is natio nal govern ments. The remaining 
chapters of this Part all deal with monetary*aspects of international 
relations. They discuss the various systems—free exchange rates, 
fixed exchange rates, and exchange control—under which a country 
may tackle the problem of maintaining equilibrium in its balance of 
payments with the rest of the world. No such problem arises between, 
say, Yorkshire and Devon, or even between England and Wales. For 
they share the same money, the pound sterling; they form part of the 
same morietary and baring system. A separate country usually has 
its own separate money and its own separate monetary^ and banking 
system. It therefore has its own balance-of-payments problems. 

The subject of the present chapter is the theory of international 
trade. TTe traditional reason for a separate theo]Q^ o£m^^ 
trade is tlmriatiour an3 capia' move Tar less freely between countrTes 
than within a country. 

Workers arc often reluctant to go to a different country, especially 
if theTanguage and ways of living are different, despite the attraction 
of higher wages. Even if they are willing to go, and can find the fare, 
they may not be allowed to enter. Many national governments restrict 
i mmijgi ation. 

Private owners of capital often will not take the risks of foreign 
investment and national governments often restrict the export, and 
sometimes the import, of capital. 

Q 2 
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Within a country, labour and capital tend to combine with the 
various natural resources and to distribute themselves among districts 
in such a way that real wages and the rate of return on capital are the 
same throughout the country. Between countries, the situation is very 
different. Some countries are heavily overpopulated relatively to 
others, and partly for this reason there are large differences in real 
wages between countries. Some countries have much less capital, 
relatively to other factors, than other countries, and their rates of 
profit and interest therefore tend to be higher. 

As a first broad generalization, we can say that it is the different 
proportions i n^which ^}:^e v^yious factor s, including haturanresoufces, 
are present m different countries that governs tfie ~ paf te r if ^ 
rSuo naT^tradeT^'A countir^ex^rtrgoods fRareiivbbSy a Kigh propor- 
'{lon ^olTtliose factors in which she is relatively abundant. IVopical 
countries export tropical products. Countries with large deposits of 
minerals tend to export those minerals. The United Stales, where 
capital is relatively plentiful and therefore cheap, specializes in mass- 
produced manufactures requiring a large amount of capital. Aus¬ 
tralia, where grazing land is relatively abundant, exports wool. 
Countries with groups of workers with special skills tend to export 
their products; for example. Great Britain exports engineering products 
and worsteds, Switzerland exports watches, and Germany chemical 
products. 

This generalization must be qualified. Some products are produced, 
and perhaps exported, by countries with very dilferent proportions 
between their factors. For example, rice is produced both in the East, 
where labour is abundant, and in the United States, where labour is 
much scarcer relatively to capital. The difference in factor-propor¬ 
tions here shows itself not in the product, but in the method of produc¬ 
tion. In the East, rice is produced by methods involving much labour 
relatively to capital, whereas in Louisiana and California rice is pro¬ 
duced by highly-mechanized methods employing far less labour per ton. 

Again, we must remember also the influ ence of deman d. For 
example, both the United States and Russia have large deposits of oil, 
but they need all their own output and more; they are importers, not 
exporters, of oil. 

Nevertheless it is helpful, as a first approximation, to assume that if 
a good embodies a higjh prop ortion of a pe rtain factor, it is likel y to be 
ffipdfT^Trorn countries where tTiat f^tor is relatively abundant and 
tnerelore relatively cheap. 

The traditional or classical theory of international trade assumes, 
to begin with, that factors of production cannot move between coun¬ 
tries, whereas goods can move freely between countries. This assump¬ 
tion is realistic enough for a first approximation. In practice there is 
some movement of labour and capital between countries (which tends. 
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as far as it goes, to make wages and the return to capital less unequal 
between countries),^ and national governments often restrigt imports 
of goods; there is some discussion of the effects of such restriction in 
the present chapter. 

2 . The Gain from International Trade 

I think that no argument is needed to show that a country gains by 
importing goods, such as tropical products or minerals, that she could 
not produce for herself.. If she did not import them, she would have 
to do without them. If they are consumers’ goods, her consumers 
prefer to spend a certain amount of money on them rather than on 
domestic products. If they arc producers’ goods, such as raw materials, 
they make possible domestic industries that otherwise could not exist. 

The gain to the exporting countries is also clear. The export demand 
widens the markets for their products and tends to keep up their prices. 
How could Northern Rhodesia have a flourishing copper-mining 
industry if all the copper had to be used within her own borders and 
could not be exported in any form? How much wheat would Canada 
grow, and how low would its price be, if she had to consume it all 
herself? 

I shall therefore discuss onlv international trade in goods that the 
importing countries could produce for themselves. Why should they 
im p ort them when they themselves could produce them? 

"ifthe whole world were one country, it would be easy to see how 
consumers gain by different goods being produced in different places. 
They would tend to be produced where their costs of production plus ^ 
marketing are lowest. Any other arrangement would raise costs and 
prices, giving a smaller total output from the available resources. In 
the same way, the advantages of specialization between districts within 
a country are usually recognized. It is only when goodr cross national 
boundaries that the advantages of specialization and trade are 
questioned. 

W hat these advantages amount to is tha t two c ountries can produce 
^ greater combined output, nr onf the safne^^ of production^ if 
e^c^ lStS' ^oa^hz es on tfiose proHucts that IT can produce best, than if 
each tries to be self-sufficient. I shall now illustrate this point by an 
arithmetical example, which I shall use throughout the chapter. This 
example, like the similar example given in Chapter VI, Section 5, 
assumes that people produce and consume only two commodities, and 
for this and other reasons it will no doubt strike the reader as very 
unrealistic. But it greatly simplifies the task of exposition, and the 
conclusions drawn from it are fundamentally valid; as we shall see, it 
can readily be modified to fit the facts of the world we live in. 

^ See Chapter XXV, Section 5. 
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Suppose that two countries, A and B, each has the same number of 
workers, the same amount of land and capital, and, in short, the same 
quantity of factors of production. In isolation, each uses half its 
factors to produce tea and the other half to produce linen. Owing to 
some difference (in climate, for example), the same factors in A can 
produce twice as much tea as in B, but only half as much linen. So A 
produces, say, 100 units of tea and 50 units of linen, while B produces 
100 units of linen and 50 units of tea. 

Now suppose that trade takes place between A and B, A specializing 
entirely in tea and B entirely in linen. A produces 200 units of tea 
and B 200 units of linen, whereas formerly their combined output was 
only 150 units of tea plus 150 units of linen. 

The manner in which this gain—a gain of one-third in their com- 
mned real income—is divided, oetween the two countries, will deyien d 
on the terrnslTTr^(3e-^on wKicir teals, ScHaiiged Ibr linen. 

Suppose that this rate is 1 unit of tea against 1 unit oi linen. Ihcn A 
might exchange, for example, 80 units of tea (per week or year) against 
80 units of linen, so that A would now have 120 tea and 80 linen, 
while B would have 80 tea and 120 linen. 

Since the same factors in A could produce either 2 units of tea or 
1 unit of linen (in other words, since 1 have chosen ‘‘units” which 
correspond to a certain amount of factor-services), it follows that when 
A was isolated, a unit of linen cost twice as much as a unit of tea. Say 
that a unit of tea cost £1,^ Then a unit of linen cost £2, In /i, when 
B was isolated, the position was exactly the opposite. If a unit of 
linen cost £1, then a unit of tea cost £2, because it needed twice as 
many factors to produce it. Now that the two countries trade freely 
with one another, the price of tea is the same in both (namely, £\ ^ 
unit, its cost of production in A), and the price of linen is the same in 
both (also, as it happens, £\^ its cost of production in B). 

It is possible that some people might object to the consequences of 
trade between the two countries. For example, some people in A 
might complain that their country has “lost an industry”—namely, 
the linen industry. It has been destroyed by competition from B\ all 
its workers have had to transfer to the tea industry. B is “dumping” 
linen on A £\ a unit; its cost of production in A is £2 a unit. Why 
not have a “scientific” tariff that equalizes costs of production, in this 
case by an import duty of 100 per cent, a unit, on linen imported 
from B? Clearly such a “scientific” tariff would abolish all inter¬ 
national trade, for international trade takes place just because costs of 
production are different. Nevertheless, this so-called “scientific’^ tariff 
was accepted in principle, at one time, by the Government of the 
United States. 

It is true enough that could produce linen for herself, but she 
could do so only at twi ce the cosi f in terms of factors, of B, She can 
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get twice as much linen from a given amount of factors by using them 
to produce tea, and exporting the tea in exchange for linen, as she 
could get by using them to produce linen directly. In fact, A now 
gets both more tea and more linen, simply by specializing on tea. She 
med to get 100 tea + 50 linen: she now gets 120 tea + 8 0 line n, without 
extra enor t 

^Triis antimetical example is, to repeat, highly simplified. But it 
brings out the fundamental point, the gain from specialization and 
trade, and this point remains valid despite the modifications that must 
be made to bring the example into harmony with the real world. I 
will now discuss briefly the modifications which must be made to take 
account of transport costs, (b) many countries, and not only two, 
(c) many commodities, and not only two, and (d) changing, and not 
constant, opportunity-cost ratios. 

{a) Transport costs reduce the gain from international trade. The 
importing country has to pay costs of transport as well as the price 
received by the exporter. (Thus the price of linen in A, and the price 
of tea in B, would exceed £\ by the costs of transport.) In some 
cases, transport costs may more than offset differences in production 
costs, so that no trade takes place. 

Reductions in transport costs, and improvements in methods of pre¬ 
serving goods (e.g. refrigeration and canning), make possible more 
specialization and trade. Some things, such as services and perishable 
commodities, cannot be transported; but tourists can come to the 
country and buy them on the spot. 

[b) There are many countries , not only two. The whole of the rest 
of the world provides a country with potential foreign markets and 
foreign sources of supply. ITade is multilateral. There is no need 
whatever for the value of trade between two countries to balance. To 
take a simple example, West Africa sells cocoa to tlie United States 1 
for dollars, with which she buys engineering products and textiles from 
Great Britain, who can then use the dollars to buy cotton and tobacco 
from the United States. 

If we take Great Britain as country A in our exnmplc, we can group 
the rest of the world together as D. (We must of course substitute 
British exports for “tea’* and British imports for “linen,*’ but the 
general reasoning still applies.) 

(r) ITere are many commodiitie s. and not merely two, that enter 
into international trade. In our example, tea represents all the dif¬ 
ferent goods which are exported from country A, and linen represents 
all the different goods which are imported into country A. 

In addition to export goods and import goods, a country will pro¬ 
duce various goods, such as bread and liquid milk, and services, such 
as inland transport services, which are (domestic, being neither exported, 
nor imported. 
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Exactly which goods, and how much of each, A will export and 
import will depend on the world dem^d for the various goods as well 
as on their comparative costs of production. Owing to changed condi¬ 
tions, a country may import some quantities of goods which she 
formerly exported (as the United States now imports some timber) or 
may export some quantities of goods which she formerly imported (as 
Japan now exports steel). We can be sure, however, that A will have 
a greater comparative advantage in any good that she exports than 
in any good she imports, and will therefore obtain a larger real income 
by specializing and engaging in international trade than she could 
obtain if she were self-sufficient. Great Britain, for example, obtains 
a much greater quantity of foodstuffs and raw materials by using part 
of her labour and other resources to produce engineering products and 
other goods for export, and importing foodstuffs and raw materials in 
i exchange, than she could obtain if she closed down her export indus¬ 
tries and used the factors now employed in them to produce foodstuffs 
and raw materials at home. 

{d) My arithmetical example assumes that a given collection of 
factors in A will always produce either 2 units of tea or 1 unit of linen, 
however much tea (and, therefore, however little linen) is produced. 
/In other words, it assumes a constant opportunity-cost ratio between 
t ea and linen of T to 1 Conversely tp r BV " ' ^ 

In practice, this assumption Is not true. Labour and land and o ther 
factors are not homo.g^encous . there are'bound to te some Ijic tors in 
A (for example, some areas"of land) which are unsuitable for tea pro¬ 
duction and some factors (perhaps the same ones) which are relatively 
suitable for linen production. Hence, if A goes on expanding her out¬ 
put of tea, and reducing her output of linen, the opportunity-cost ratio 
will change. As she transfers less and less suitable factors to the tea 
industry, by giving up an additional unit of linen output, she does not 
obtain an extra 2 units of tea but only, say. If, then 1J, then If, and 
so on. The economic problem for A is to make the best use of her 
factors.. If she has some factors which yield her more linen by produc¬ 
ing linen directly than by producing tea to export in exchange for 
linen, then it will pay her to employ them in producing linen. 

This explains why, even under complete free trade^ a country m ay 
produce for h erself some output of a commodity she mainly imports . 
TJreat Britain^ for example, lias about a rmHion acres of land very suif- 
able for wheat-growing. Although Great Britain is a large importer 
of wheat, this land can produce wheat more cheaply than any imported 
wheat can be bought, and (unless alternative crops that this land could 
produce instead should yield a higher net return than wheat) will 
continue to do so.^ 

^ In fact, Great Britain assists her wheat-growing in order to maintain a larger 
acreage—over two million acres, including less suitable land—under wheat. 
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I must add, however, that t here may be other reasons why a countr y ^ 
produces, or eve n exports, goods of a type she imports. A country \ 
liTay Le a large area, and one part may import a commodity that 
another part exports. Thus Hamburg may import coal from Great 
Britain, while the Ruhr produces coal not only for home consumption, 
but also for export. The cost of transporting coal by sea from Great 
Britain to Hamburg is considerably less than the cost of transporting 
coal from the Ruhr to Hamburg. Again, the commodity imported 
may differ from the commodity produced at home, although both 
bear the same name in popular speech. Thus France imports a far 
greater quantity of wine than she exports, but the wines she exports 
are of a finer quality, on the whole, than those she imports; and the 
British cars imported by the United States are of different types from 
those the United States produces and exports. Again, a country may 
deliberately encourage the production of certain goods at home, 
although she could obtain them more cheaply from abroad. Thus 
Great Britain subsidizes the home production of beet sugar, although 
she can and does import sugar much more cheaply than she can 
produce it. 


3 . The Principle of Comparative Costs 

There are three types of cost: money cost, factor cost, and oppor¬ 
tunity cost. 

The money cos t of producing a commodity is normally lower in a 
country that exports it tlian in a country that imports it. Why, then, 
do we bother with the kind of theory we have been discussing? Why 
not simply say that goods will be produced where their money costs of 
production (and marketing) are lowest? 

The reason is that this statement, although true, is merely super¬ 
ficial. Money costs of production are made up of prices paid to 
various fetors. TB&Sfe pfi^s arc dijFfercnt from whaTtf^" wbu^^ 
iT there were no international trade. The existing factor-prices, and 
therefore the existing money costs, in a country are partly the result of 
i oternational tra de. We ftieretore need a more lundamental explana¬ 
tion of why trade takes place. 

By the factor cost of producing a commodity I mean, in the present 
context, t he of labour a fartQi:s^jiced ed to produce i t. 

It is not tirie that commodities are normally produced wRere t^ 
factor-costs are lowest. As we saw in Chapter VI, a community makes 
the best use of a factor by employing it for that task where its cop tribu- 
tion is most valuable. A doctor who is a first-class typist is more 
useTiB as^ doHbr Tranee could produce more wine for herself, instead 
of importing it from North Africa and elsewhere, and could perhaps 
produce it with a smaller amount of labour and land. But this would 



INTERNATIONAL TRADE 


480 

mean putting under vineyards some land which is at present employed 
in more valuable tasks, such as growing wheat. The land of the French 
wine-growing districts renders a more valuable contribution by grow¬ 
ing grapes, but other land, owing to differences in soil and climate, is 
better employed in other ways. It might grow more or better grapes 
per acre than land in North Africa, but it yields a higher net return 
producing something else. 

The opportunity-cost of producing a unit of one commodity is the 
\ amount of the nextT)est commodity that the same factors could pro- 
! duce instead. The fundamental explanation of why trade takes place is that 
I ^portunity-costs are different in different countries. 

In my example, the absolute factor-cost of producing tea was less in 
A than in /i, and conversely for linen. Only half as many factors were 
needed to produce a unit of tea in A as were needed in B. A had an 
“absolute advantage” over B in the production of tea, and B had an 
“absolute advantage” over A in the production of linen. 

The principle of comparative costs, or comparative adwautage, 
points out that two countries will gain by specialization and trade, 
provided that each has a comparative advantage—lower comparative 
costs—m the commodities it exports. 

S7ippo?e"T:FaT"’"3'* anT^^"^^ Tiave the same numl^er of workers. 
Suppose that in A they could produce either 200 units of tea or 200 
units of linen, or 100 units of tea + 100 units of linen, and so on, an 
extra unit of tea “costing” a unit of linen and an extra unit of linen 
“costing” a unit of tea. In other words, the opportunity-cost ratio is 
constant at 1 unit of tea to 1 unit of linen. Suppose that in B the 
workers could produce either 80 tea or 160 linen, or 40 tea + 80 linen, 
and so on, an extra unit of linen “costing” half a unit of tea and an 
extra unit of tea “costing” 2 units of linen. In other words, the 
opportunity-cost ratio is constant at 1 unit of tea to 2 units of linen. 
B 2 th c ountries^^]i^aiP...by specialization and trade, because their 
ft EP Pftmuty-cost ratios are dilTefeiit. 

Suppose, for example, that in isolation A produce s 150 tea + 50 lin en, 
and B produces 40 tea + 80 linen. Suppose that A specializes eniirely 
^on tea, producing 2l1TriLinit^ and B entirely on linen, producing 160 
^ units, and that the terms of trade are 1 tea against I J linen. Suppose 
that A exchanges 45 tea against 60 linen from B. A now has 155 tea 
+ 60 linen, and B 45 tea+ 100 linen. Clearly both countries have 
gained by specializing and exchanging. 

By hypothesis, a worker in A can produce 25 per cent more linen 
than a worker in B. Yet it pays A to import linen from B. For every 
unit of tea exported from A obtains 1J units of linen in exchange. If 
A had used her labour to produce linen, instead of importing it, she 
would have obtained only 1 unit of linen with the labour that produces 
1 unit of tea. 





costs) a 

tive advaniage lies in tea; fi cr~c 6 mparative costs are lower lor tea. 

ere is a concealed ambiguity here. If workers in A can produce 
everything more efficiently than workers in then they are better 
workers, or they are aided by more natural resources or by more 
capital, or they use better methods. It is rather misleading to imply 
that the “quantity of factors” is the same in the two countries if they 
produce more of everything in A. 



In order to explain the gain from international trade we need only 
point to differences in opportunity-cost ratios. It is true that these 
ratios are not constant. But the amounts of different goods produced 
will be such that t he opportunity-cost ratios equal the relative prices^ 
For example, A will produce some linen for herself. She will expa nd 
her output of tea up to the point at wMch furtherjfactors, transferred 
from the lin en industfy, would ^lelS^ just 1 unit of tea lor ev^ery 11 units 
of linen forgone. THe price of 1 unit of tea TsTKe^ame^ 
ll^^unffs of linen. It pays better for factors to produce I 3 - units of 
linen than anything less than 1 unit of tea, and it pays better for 
factors to produce 1 unit of tea than anything less than 1 units of 
linen. Exactly the same applies to B. In equilibrium, the relative 
opportunity-costs will equal the relative prices of the alternative 
amounts of products. 

The above diagram shows the production possibilities of country A. 
She can produce either OB tea and no linen; or OA linen and no tea; 
or any combination of tea and linen represented by any point on the 
curve AB, 

The curve AB is humped, and not a straight line, showing that the 
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amount of linen output that has to be forgone in order to produce an 
extra unit of tea increases as the output of tea increases (moving along 
the curve AB towards D). 

When international trade enables country A to obtain 1^- units of 
linen for each unit of tea she exports, she will expand her output of 
tea and therefore will reduce her output of linen. But as she moves 
along AB towards B^ she will come to a point P at which she has to 
give up 1 j units of linen output to produce yet a further unit of tea. 
And beyond P she would have to give up an increasing quantity of 
linen (rising to 3, 4, or more units) to produce still more tea. This is 
shown by the steepness of AB as it approaches B. The underlying 
reason may be that some land is relatively unsuitable for tea, but 
especially suitable for linen; this is the land that would be transferred 
from linen to tea if she moved beyond P. 

Equilibrium is reached at the point jP, with OT tea and OL linen 
produced. To produce an extra unit of tea, RS, would mean produc¬ 
ing PR less linen, PR is 11 times RS, The price of a unit of tea is the 
same as the price of 1J units of linen. There is no object, therefore, in 
moving, in either direction, away from P. The opportunity-costs (shown 
by the slope of T^T^) are in the same ratio to one another (namely 1|' 
to 1, or 4 to 3) as the prices of the marginal products RS and PR, 



UNITS OF TEA 

The above diagram shows the production possibilities of country B^ 
She is in equilibrium at P, producing OL linen and OT tea. To 
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produce a further unit of linen, RS, she would have to use land and 
other factors that could produce RP tea, and if she moved still further 
towards A, she would have to give up larger and larger quantities of 
tea to produce extra units of linen. She is therefore in equilibrium at 
P. RS is times RP; the opportunity-costs, shown by the slope of 
(the same, 4 to 3, as in the previous diagram), are in the same 
ratio to one another as the prices of the marginal products RP and RS; 
the price of 1 unit of tea (RP) is the same as the price of units of 
linen (RS), 

4 . The Terms of Trade 


I have already mentioned the terms of trade, in Chapter V, Section 1. 
In our example, the terms of trade are the price ratios between tea 
and linen. If the price of tea rises and the price of linen remains 
unchanged (or if the price of tea rises more, or falls less, than the price 
of linen), the terms of trade have become more favourable to the tea¬ 
exporting country A and less favourable to the tea-importing country B. 

ILopportunity-cost ratios are constant—for example, 1 tea to 1 linen 
in A, and 1 tea to 2 linen in B —the terms oF trade must lie sorrie\vTiere 
between them. A will want more than 1 unit oi linen in exchange for 
a unit of tea, for she could produce linen for herself by producing one 
unit less of tea for each unit of linen she produced. B will want to give 
less than 2 units of linen for a unit of tea, for she could produce tea for 
herself by giving up 2 units of her linen output for each unit of lea she 
produced. 


The jerms oLtrade will dep end on the - 

of the two countries for tea and hnen. In fact, opportunity-costs are 
not constant. Equilibrium will be reached when, at the prices ruling 
for tea and linen, nobody would rather buy more of one and less of 
the other, and when, as we saw in the above diagrams, opportunity- 
cost ratios are the same in both countries and are the same as the 
terms of trade. 

Countries both export and import a wide range of commodities. 
The terms of trade of a country, or rather changes in them, are mea¬ 


sured by tl \^ cha nge in the price level of its exports relatively to the 
change tlie proBlem of 

Row to measure these price levels. One way is to take some year— 
say, 1950—as the base date and to value the exports of, say, 1953, at 
their 1950 prices. We can then say: the exports of 1953 actually sold 
for so much, say 105; at 1950 prices they would have sold for, say, 100; 
the export price level is therefore 5 per cent higher than in 1950. We 
can then do the same thing for imports. Suppose the price level of 
imports is only about 2 per cent higher. It follows that the terms of 
trade are nearly 3 per cent better than in 1950; a unit of exports buys 
nearly 3 per cent more imports than in 1950. 
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But when there are considerable changes, over a period, in the com¬ 
position of exports and imports, in the proportions of the totals formed 
by different categories of goods, and perhaps also in their qualities, 
such comparisons cannot provide an accurate measure. For this 
reason, the Board of Trade changes its base date every few years. 
Recent figures for the United Kingdom are as follows— 


(Base: 1953=100) 


i 

\ ear 

(1) 

Import 

Prices 

,(2) 

Export 

Prices 

(3) 

Perms 
of Trade 

[(l)-(2)] 

1951 

117 

98 

118 

1952 

113 

103 

109 

1953 

100 

100 I 

100 

1954 

99 

99 

100 


The terms of trade of a country are the relation between two sets of 
world prices: the prices of the kinds of goods she exports and the prices 
of kinds of goods she imports. Most countries are not important 
enough, either as suppliers or as markets, to change world prices in 
order to turn the terms of trade in their favour. If, however, a country 
is the mai n supplier of a c ommodity, it might restrict exports of it in 
order to raise its price. Or a number of countries, who between them 
supply most of the exports of a commodity, might combine for that 
purpose. I discussed this question under the heading of commodity 
control schemes in Chapter XVI, Section 7. In the same way, a 
country may be such an important buyer of some commodity that by 
buying less it can force down its price. The United States did force 
down the price of tin, by restricting her purchases, during the latter 
part of 1951. But cases of this kind are rare. 

Even if a country could improve its terms of trade in such ways, it 
may be against its interest to do so. For example, at the moment 
Great Britain needs to export all she can. How absurd it would be to 
restrict her exports of steel in the hope that she would thereby push 
up the world price! She might succeed in raising the price a little, 
but at the cost of cutting down her exports and losing markets to her 
competitors. Again, Great Britain might force down the price of 
wheat a little, for the time being, by buying less. But it would be folly 
to make her people go short of bread, and to antagonize wheat-export¬ 
ing countries, for a small and temporary “gain” in the terms of 
trade. 

A change in the terms of trade is the consequence of some change 
in the coali tions of denriand- Q£>supply. We must consider the signi- 
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ficance of this underlying change before we can decide whether the 
new situation as a whole is more favourable or less favourable to any 
particular country. An improvement in the terms of trade may reflect 
a change that on balance is unfavourable, and conversely. I will 
consider a few cases. 

An increase in the world demand for certain products benefits the 
countries exporting these products. For example, Australia has 
enjoyed a large rise in her real income owing to the post-war increase 
in the demand for wool. No doubt a large rise in the national income 
creates problems of adjustment, and if export prices fall back, it may 
be difficult to reduce money wages from their prevailing high levels. 
But there can be no question of the net benefit to a country of such 
an improvement in its terms of trade. On the other hand, the countries 
that import these products, and have to pay more for them, are in that 
respect worse off than before. 

The very favourable change in the terms of trade of Great Britain 
after 1929 was due to the Great Depression, which was a general 
misfortune, llie price of most foodstuffs and raw materials fell heavily, 
and the countries exporting those products suffered severely from the 
large adverse swing in their terms of trade. But Great Britain was at 
the receiving end, and cheap imports enabled the bulk of her popula¬ 
tion to achieve a higher standard of living than ever before. On the 
other hand, she sufl'ered a large increase in unemployment, especially 
in her export industries. Overseas countries, receiving much less for 
their products, could not buy as many manufactures as before. 

The discqverv of artifici al nitmt es, providing cheaper fertilizers, was 
a beneliT to the worTaaTavm But it was a great blow to Chile, 
who depended largely on her exports of nitre. Their price fell, the 
terms of trade moving against her, and she had to adjust her economy 
in order to produce other exports in place of nitre. 

On the costs side, a favourable change in the terms of trade of a 
country may arise from ^fiqpges adv er^. i:Q,he.y gronomv. For example, 
one of her main exports may be some mineral, tHe^eposits of which 
are becoming worked out. The fall in its output may lead to a rise 
in its price, but this will not compensate for the decline of the industry. 

A fall in the export prices of a country may be due to technical 
improvements that reduce both real and money costs of production. 
Output per worker or, more generally, output from a given amount 
of factors, has increased. The net effect will probably be to raise the 
real income of the country, despite the worsening of her terms of trade. 


5 . International Trade and Prices 

Goods that enter into international trade have a world market, and 
therefore their price at any port tends to be the same after allowing 



486 INTERNATIONAL TRADE 

for costs of transport. Once they enter another country, their prices 
may be increased by import duties and importers’ profits. 

With a rate of exchange of — $2*80 we should normally expect 
that any good exported from the United States and costing Jx there, 
would cost /^x^2-80, plus costs of transport, on arrival in Great 
Britain. During the post-war period, however, Governments in the 
sterling area have restricted purchases by their citizens from the 
dollar area, and in consequence some internationally-traded goods 
have been appreciably dearer in sterling than in dollars. 

A Government may make a long-term contract with another country 
to buy stated quantities of a commodity at a price that is fixed, or 
fixed within certain limits, in advance; and this price may turn out, 
as time goes on, to be either above or below the prevailing market 
price. Thus the British Government has agreed to buy sugar at a fixed 
price (which may substantially exceed the market price) from the 
British West Indies; and under the International Wheat Agreement 
(of which the United Kingdom is no longer a member) the importing 
countries undertake to buy, and the exporting countries to supply 
them with, stated quantities of wheat at not less than a certain mini¬ 
mum price and not more than a certain maximum price. A firm could 
make similar contracts for raw materials, but this is usually too risky, 
as the selling prices of the firm’s products may fall. 

Again, a monopolist (for example, a steel cartel) may charge higher 
prices at home than for its exports. But the general rule is that a world 
market means a uniform price. In our example, if a unit of linen 
costs £\ in we can assume that it costs £\ (or the equivalent in A's 
currency of in ^ also. 

The real income per head of a country depends mainly on its output 
per head and partly on its terms of trade. Let us take wages to 
represent incomes. Suppose that wages in B are a day. Then 
they will be higher in A, for a worker in A produces 150 per cent more 
tea (200 to 80) and 25 per cent more linen (200 to 160) than a worker 
in We can say exactly how much higher they will be by looking 
at the terms of trade. The terms of trade, wc assumed, are 1 unit of 
tea to I J units of linen. The price of tea is therefore £11 a unit. Our 
example assumed that the amount of labour required to produce a 
unit of linen in B could produce 1| (i.e. fj^) units of tea in A. There¬ 
fore if wages in B^ which produces linen, are £1 day, wages in A, 
which produces tea, will be 1J x TJ x /^l, or ^^1 13s. 4d. a day. 

Of course any country can make its money incomes, in its own 
currency, as high as it likes. But it cannot raise real incomes by doing 
so. Suppose, for example, that money wages in B are raised to £Z a. 
day. Then the local price of linen will go up to ;^3 a unit, for its 
money cost of production will have trebled. And as the terms of trade 
are 1^ linen for 1 tea, the price of tea in B will rise from ;{^1^ to a 
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unit. Money incomes will treble and so will the cost of living. If 
prices and incomes remain the same as before in A, the rate of exchange 
between the two currencies will now be 3 i? pounds against 1 A pound. 

Suppose now that A decides to prohibit imports from B because B 
is a “cheap labour” country. A is back where she was, self-supporting. 
Instead of getting, by specialization and trade, 155 tea + 60 linen, she 
has only 150 tea + 50 linen. And B also is worse off. Deprived of her 
export markets, she gets only 40 tea and 80 linen instead of 45 tea and 
100 linen. Real wages must fall. The way to help workers whose 
wages are relatively low is to buy their products, not to ban them. 
British workers would be injured, not helped, if the United States were 
to ban imports of British cars on the ground that wages are so much 
lower in the British motor-car industry than in the American. 

The general effect of international trade is to raise the price, in any 
country, of any factor that is relatively abundant and cheap. For 
the exports of that country are likely to contain a high proportion of 
the services of that factor. The export industries increase the demand 
for that factor. For example, in countries where land is plentiful, 
exports of agricultural products, whether foodstuffs or raw materials, 
tend to raise the price of land--although it remains lower than in 
more densely populated countries. In the same way, in countries 
where labour is relatively plentiful, exports embodying a high propor¬ 
tion of labour services tend to raise wages. 

The prices of “domestic” goods and services, not entering into inter¬ 
national trade, may vary widely between countries. Rents in a par¬ 
ticular district, as I noted in Chapter XXVIII, Section 3, may be a 
special case. House rents in New York may be much higher than in 
Canada. Again, public utilities tend to be local monopolies; the 
charges which they are allowed to make depend partly on public 
policy, and may vtiiy^ considerably between countries. 

As a general rule, however, there is a link—although not always a 
close one—between international prices and domestic prices. The link 
is that factors of production can move between export industries and 
domestic industries. The earnings of workers in the export industries 
tend to vary with the world prices of their products; and similar 
workers in domestic industries are not likely, for long, to earn either 
very much more or very much less than their comrades in the export 
industries. The same applies to other factors also. 

An expansion of international trade tends to raise real incomes all 
round. Some groups in a country may be temporarily injured by 
competing imports; they may have to transfer to other fields, as in our 
example the tea producers in B had to transfer to the linen industry. 
But tlie country as a whole will gain. 

There is a situation, however, in which a country as a whole may 
lose by an expansion of international trade. This is the situation 
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known to economists as two countries competing in a third. Suppose, for 
example, that Great Britain has been selling cotton goods to Australia 
and that now Japan appears upon the scene, offering similar goods 
more cheaply. Japan will gain and Australia will gain, but Great 
Britain will lose. She will be forced to cut her prices, accepting less 
favourable terms of trade, and even so she will have to reduce the 
volume of her exports. 

There may be some compensation. The emergence of Japan as a 
supplier means that she emerges also as a buyer; the more she exports, 
the more she will import. She may not import much directly from 
Great Britain, but trade is multilateral; if British exports in general 
remain competitive, some of the money spent by Japan on imports 
will come to Great Britain, via some other countries, in the form of an 
increased demand for some of her exports. She will have to adapt 
herself, however, to the new situation, producing fewer cotton goods, 
in which her comparative advantage is now small, and more exports 
of a type in which her comparative advantage is greater. 

What Japan does to Great Britain in the field of cotton textiles 
Great Britain may do to Japan, or to another competitor, in some 
other field. Where competition is the rule, as in international trade, 
somebody is bound to get hurt from time to time. It is the price that 
must be paid for economic progress. The great rise in western stan¬ 
dards of living over the past hundred years was made possible by the 
vast expansion of world trade. Great Britain, or some other country, 
may suffer a set-back from time to time owing to foreign competition, 
but in the long run every country, and certainly Great Britain, is bound 
to gain from a large and expanding volume of international trade. 


6. Free Trade and Protection 

The general argument of this chapter favours complete freedom of 
trade. Free trade enables the maximum advantage to be gained from 
specialization between countries, n It compensates, to some extent, for 
the unequal distribution of factors of production. Factors of pro¬ 
duction cannot move freely between countries, but if their products 
—goods—can move freely, then exports and imports are a substitute 
for the movements of factors, each country exporting goods that 
embody a high proportion of the factors which it has in relative 
abundance and importing goods embodying a high proportion of 
the factors in which it is relatively scarce. 

Yet in practice nearly every country has always imposed restrictions 
on at least some of its imports. These restrictions take various forms. 
Taxes known as duties or tariffs (the whole schedule of duties being 
known as the customs tariff) may be imposed on certain imports, some 
being taxed more heavily than others. The quantity of a certain good 
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that may be imported may be restricted to a stated maximum known 
as a quota\ import quotas were discussed in Chapter XIX, Section 4. 
Nowadays the most powerful and effective method of restricting or 
prohibiting certain imports from particular countries (notably the 
dollar area) is exchange control, which I discuss later. Further, all 
kinds of administrative regulations may constitute what has been 
called an “invisible tariff.” For example, unnecessarily severe rules 
imposed on the alleged grounds of health and hygiene may keep down 
imports of live animals and other goods; public authorities may favour 
local firms as against foreign firms in placing their contracts; tariff 
regulations may be unduly complicated and subject to change without 
notice, thus creating risks for importers; railway rates on inward 
movements of goods may be higher than on outward movements. 

Why do countries place these restrictions on their imports? They 
may believe that protection—the protection of their local industrie s 
against the competition of imports—is desirable as a long-term policy 
on economic grounds. Before turning to such arguments, however, 
I will say a little about four other possible reasons for restrictions on 
imports. They may be imposed to yield revenue ; or to protect the 
country’s balance of payments; or as an emergency measure; or on 
non-economic grounds. 

Most Governments levy import duties on imports of goods such as 
tobacco, drink, and petrol, in order to raise revenue. If the country 
itself does not produce such goods or iraiiy 1 1 does produce are taxed 
at the same rate (as cigarettes, etc., are taxed in Great Britain) by 
what are known as excise duties, then the primary purpose of such 
duties is to raise revenue and not to protect local industries. They 
may, however, have some protective effect on substitutes produced 
within the country and not subject to corresponding excise duties; for 
example, import duties on petrol may incidentally tend to protect the 
local coal-rnining industry. Again, if imports of the taxed commodities 
are considerably curtailed by the duties on them, fewer factors of pro¬ 
duction will be employed in the export industries, for in the long ru n 
^^y,r tail imports is to curtail^^ But as a rm?T5mTrnments 

selectloT'sucIiTcv^ljeTru^ for which the demand is 

fairly rigid, and therefore the consequent diversion of resources (away 
from the export industries) is not very great. 

I explain the meaning of the balance of payments in the next 
chapter, and I discuss exchange control, which consists largely of 
restrictions on imports imposed in order to prevent a deficit in the 
balance of payments, in Chapter XXXIX. All I need to say here is 
that most countries of the free world are pledged, as members of the 
International Monetary Fund, to aim at the reduction and eventual 
abolition of such “exchange restrictions” as rapidly as they can. 

Protection is often advocated as an e rficrgency measur e against a 
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Those concerned with a particular industry may urge that protec¬ 
tion against competing imports would enable that industry to expand, 
or would prevent it from declining. Nobody disputes this. But is it 
desirable to penalize the whole consuming population for the benefit 
of the workers and shareholders in that industry? If it is, then why 
should not the same argument be applied to every industry that faces 
foreign competition? Such all-round protection would no doubt 
enable money wages to be maintained, but it would lead to a sub¬ 
stantial rise in the general cost of living, reducing real wages. 

The protection of home industries always tends to affect adversely 
employment and earnings in the export industries, for the less a 
country spends on imports, the less purchasing power it provides for 
foreigners to spend on its exports. 

We are driven back to the general theory of international trade set 
out in this chapter. The fundamental question is how the factors of 
production can best be distributed between export and other indus¬ 
tries in order to provide the greatest real income for the country as a 
whole. Unemployment is a separate problem, best tackled, in my 
view, by measures other than restrictions on imports. 

Some arguments for protection are based on sound economic 
analysis. For example, i f a country is an importa nt buyer of a com¬ 
modity, it may be abl^ 'By' pTacmg aiTimpor^^ Its 

w^orig price, thus turning t he terms of trade m its favo ur and in effect 
inatihg tTie loreTgiT’svIppITcrs'^'p^^'^p^^ duty. As the 

foreign suppliers lose at least as much as the importing country gains, 
this argument for protection rests on a national, and not an inter¬ 
national, outlook. 

Even if it is considered perfectly moral to impose losses and hard¬ 
ships on other countries, there is always the possibility that they may 
r etalia te. This possibility applies equally to restrictions on imports 
tlTaTwould increase employment in the restricting country—provided 
that other countries were not thereby provoked or forced into restricting 
their own imports. ^ 

Another argument for protection is the famous “i pfant industr^^* ’ ^ 
arg- pqien t. It is urged that certain industries would be quiteTuitaole 
for a country, and could eventually stand on their own feet, provided 
they were protected for a period during which they could get a start 
despite the competition of similar imports. Whatever the theoretical 
merits of this argument, in practice 

can look around the world today and see the in/ant mduslnes' of one 
or two generations ago still assisted by a substantial measure of protec¬ 
tion, and mostly clamouring for more. This suggests that the best 
way to give an infant industry a start may be to subsidize it from 
general revenue; the taxpayers can then see how much it is costing, 
and can review the position from time to time. 
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Most of the popular arguments for protection merely assert, without 
^ any proof, that a country ought to be more sel^supgo^g. There 
are several arguments, however, which are accepted by some (but by 
no means all) who understand and appreciate the benefits of inter¬ 
national specialization. The difficulty is that once protection is 
introduced, economic analysis often fades out of the picture, giving 
way to political pressure, propaganda, log-rolling, and, in some 
countries, graft and corruption. The commodities that are in fact 
protected, and the amount of protection that each receives, may bear 
little resemblance to the pattern that would have resulted from the 
strict application of the theoretical arguments. There may be a valid 
theoretical case for a limited degree of protection in certain circum¬ 
stances, but on practical grounds the best course is usually free trade. 



CHAPTER XXXV 


BALANCES OF PAYMENTS 

1. How Payments are made between Countries 

Different countries have their own currencies. We must not be 
misled by the use of the same name for different currency units. There 
are quite a number of pounds, dollars, francs, and so on- -all different. 
For example, Australian pounds are quite different and separate from 
British pounds, Makixan dollars from American dollars, Belgian 
francs from French francs. 

As a rule, the currency of one country is neither legal tender nor 
generally acceptable in another. We cannot pay our debts in France 
with Bank of England notes, nor can Frenchmen pay their debts here 
with notes of the Banque de France. Broadly speaking, the currency 
of a country stays in that country all the time, and is not used to make 
payments in other countries. 

!Nearly all payments between countries are made through banks. 
(Uearly if a bank operates both in country where it holds balances of 
A's currency, and in country B, where it holds balances of/>’s currency, 
it is a simple matter for it to receive a sum of money in A and to pay 
out an equivalent sum, in ff’s currency, in or conversely. 

Great Britain has a large and widespread international trade, and 
London is a leading financial centre. Most payments between Great 
Britain and other countries, and some payments between other 
countries, are settled through London. 

The chief foreign and Dominion banks have offices in London and 
hold sterling balances in London, They can therefore make payments 
in sterling, cither to British banks or to one another, and they can 
receive sterling in London, paying out an equivalent amount in their 
own currencies in their own countries, British banks have some 
branches ov^erseas, but for the most part they use local banks which 
act as their agents and will pay out local currency on their behalf. 
The balances of foreign currency held overseas by British banks are 
very small compared with the sterling balances held by overseas banks 
in London. 

Suppose, for example, that a British resident wishes to pay 10,000 
francs to a creditor in Paris. He goes to his bank, pays it the corre¬ 
sponding amount in sterling, and obtains a draft, on either its Paris 
branch or the French bank that acts as its agent in Paris, for 10,000 
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francs. He sends this draft to his creditor, who presents the draft (or 
gets his own bank to present it for him), and collects his 10,000 francs. 

If a particular bank is running short of, say, sterling, it can usually 
buy sterling from another bank, paying in its own currency. So long 
as payments from one country to the rest of the world about equal 
payments by the rest of the world to that country, over a period, no 
real difficulties will arise. But if a country is continuously paying out 
more than she receives, there will be difficulties. The chief alternative 
methods of dealing with such difficulties—in other words, of correcting 
an adverse balance of payments—are discussed in subsequent chapters. 

At present about half all international transactions are made in 
sterling, and therefore most countries keep sterling balances. But a 
considerable volume of international transactions is carried out in 
terms of (United States) dollars, and a number of countries hold their 
foreign exchange reserves mainly in dollars. 


2. The Balance of Trade and the Balance of Payments 

The balance of trade of a country is the relation, over a period, between 
the value of her exports and the value of her imports. If the former 
exceeds the raftef, me dfifference is her export surplus^ if the latter exceeds 
the former, the difference is her import surplus. 

Some countries, notably the United States, Canada, and South 
Africa, value their imports f.o.b. (free on board)—that is, at their 
value when they leave the country^ from which they are sent. Most 
other countries value their imports c.i.f. (cost, insurance, freight) — 
that is, at their value on arrival. Clearly the former method shows a 
larger export surplus, or a smaller import surplus, than the latter; 
and the difference, wliidi may amount to 10 per cent or more, should 
lie allowed for when making comparisons between a country that 
values its imports f.o.b. and another that values its imports c.i.f. 

Countries also differ ffi ^ ^t erns th ey iimlude in impof|x-- ^ pd 
e xp orts. They may either nicTucle or exclude items suen as gold and 
suvef, parcel post, ships’ bunkers and stores, armaments, second-hand 
ships, and fish. I will not discuss these details, for all items are included 
in a balance of payments, which is comprehensive. 

A country has to make payments abroad for other transactions as 
well as for imports. She may have to pay for sl^£^)ing services and 
other services rendered by foreigners; her citizens spend money while 
tra velling^ ab road for pleasure or business and may rem it mone y to 
relatives or friends abroad; she may have to pay royal Ues on lb reig n 
films; her Government may make gran ts to i ts color^s' or 't(5'"inter- 
n^ional bodies such as the Internatioriar"'^1!ftfg!!^Organization. 
Foreigners may own propq^t y oj;> Qthgj;Jnvestments in the country, on 
which they receive rents or interest or dividends; her Government 
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may have to pay interest on a loan from another Government or from 
an organization such as the International Bank or the International 
Monetary Fund. And there are many other types of transactions that 
may involve payments abroad. 

All such transactions may have their counterpart on the other side 
of the account. Countries receive payments for services of all kjn ds— 
from foreign tourists, as income"on, and so 
forth—as well as for their exports. 

For many years Gre ^t Brit ain has had a large excess of imports. 
This is mainly because some of resid,ent^^^ haye^ received consider¬ 
able sums as interest or divicl^ds on their overseas investments,^v^ile 
British firms have rendered shipping, banking, insurance, and other 
services to people abroad. These payments have been received, in 
elTect, in the form of goods; hence the surplus of imports. 

Clearly we can get a complete picture only by taking account of all 
transactions, and not restricting ourselves to imports and exports. 
Such a comprehensive account is given by the balance of payments. 

The balance of payments of a country is a reco rd of its monetary 
transactions, over a period, with the rest oTthe worlcl. T takc^tlie 
iJnitcQ Kingdom as an illustration. Any transaction, such as the pur¬ 
chase of imports, that involves a payment to somebody outside the 
United Kingdom by a person or Government or firm or other body 
in the United Kingdom is known as a de bit ite m. Any transaction, 
such as the sale of exports, that involves a payment by the rest of the 
world to somebody in the United Kingdom is a cred it ite m. The 
criterion is whether sterling is used to buy other currencies or whether 
other currencie s are ^seu to Iju^y sterling. The nationality of'^^he 
pe^ons concerned is not refevant; for example, a payment by a 
foreigner living in the United Kingdom to a Britisher living overseas 
is a debit item. 

There is no reason whatever, on the face of it, why the ^ptal d ebits 
of all these multitudinous and separate transactions shornJ exaetTy 
ec^ual the total credits. If there is a substantial and continuing dis- 

other, the Government may be constrained 
to take some action to bring the two sides closer together. I discuss 
later the dilTerent measures it may take. My present point is that 
there is no reason why the debits should equal the credits. 

It is customary, however, to divide a balance of payments into two 
parts: into t rans actions on current account and t ransactions on capital 
account. TlieTufPiht accoiiiiTVilT stow a credit balance or a aebit 
balance, as the case may be. The capital account will show how this 
balance was financed. As a matter of book-keeping, therefore, the 
capital account must show a balance equal and opposite to that of the 
current account. 

Suppose, for example, that the current account of the United 
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Kingdom shows a debit balance of How have these payments been 
met? Very likely mey^nniv'e'''be& met by a corresponding increase in 
sterling balances: foreign and Dominion banks have in effect advanced 
the money; the short-term indebtedness of the United Kingdom has 
increased to the extent of -£^x, rtlie_ca pital account therefore sh ows 
*^j^ crcg..se terlin^ Li abniti e£*^^^^ ^ ^c ^* | a^S sides 

of^liebalaiice'*ofp^ym^iTE7^a1cmgm^ and the capital 

account together, must always equal one another because every trans¬ 
action must be financed by somebody—if the seller provides the goods 
or services on credit, he is making a short-term loan that will be 
included as a credit item in the capital account. 


3. The United Kingdom Balance of Payments, 1953 

The following provisional summary of the United Kingdom balance 
of payments for 1953 is adapted from Gmd. 9119: United Kingdom 
Balance of Payments, 1946 to 1953 (No. 2). 

Current Account 


Debits million 

1. Imports (fo.b.) ...... 2,872 

2. Shipping ....... 248 

3. Interest, profits, and dividends . . . 223 

4. Travel ........ 86 

5 . Migrants’ funds, legacies, private gifts (net) . -3 

0. Government . . . . . . . 214 

7. Total Debits ...... 3,640 


Credits 

8 . Exports and re-exports (f.o.b.) . . . 2,675 

9. Shipping ....... 370 

10. Interest, profits, and dividends . . . 272 

11. Travel ........ 88 

12. Government ....... 60 

13. Other (net) ....... 298 

14. Total credits ...... 3,763 


15. Balance of Current Transactions . . . +123 

16. Defence aid—grant from U.S. (net) . . +102 

17. Balance of Current Transactions, including 

Defence aid ......+ 225 

Capiial Account 

Ov'erscas Investment ( - ), borrowing ( +), etc. . - 207 

Increase (+) in sterling liabilities . . . +222 

Drawings on ( +) or additions to ( -) gold and 

dollar reserves ....... 240 
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It will be seen that transactions are grouped into a few broad 
categories. Most of them are self-explanatory, but a few remarks may 
be helpful. 

It will be noted that here imports are valued f.o.b. In so far as 
they are carried in British ships, the freight payments by the British 
importers to the British shipping firms are internal payments. In so 
far as they are carried in non-British ships, the freight payments (or 
charter payments) are included in item 2 (except that oil freights are 
included with other oil transactions in item 13). Item 2 covers the 
disbursements abroad (e.g. for bunkers and ships’ stores) of the British 
shipping industry. The corresponding payments by foreigners for the 
use of British shipping, and their disbursements in British ports, are 
shown in item 9. It will be seen that item 9 exceeds item 2; there was 
a net credit (of million) on shipping. 

Interest, profits, and dividends on foreign investments in the United 
Kingdom and interest on loans made to the United Kingdom, including 
interest on the loans (strictly “lines of credit”) made by the United 
States and Canadian Governments shortly after the war, are shown 
in item 3. The corresponding credit item—interest, profits, and 
dividends on British investments and loans made abroad—is item 
10, which was greater than item 3 by £49 million. British tourists 
and business representatives spent £86 million on foreign travel (item 
4), but the corresponding item for ex])enditure by foreigners in the 
United Kingdom (item 11) was £2 million greater. Migrants’ funds, 
legacies, and private gifts is an item of which only the net balance 
(corresponding to £2 million for travel) is shown. In 1953, it was a 
net credit of £3 million.^ 

Expenditure abroad by the United Kingdom Government (item 6) 
was mainly military (;£^141 million). The other items were: Colonial 
grants (£24 million); Relief and other grants (£20 million), e.g. to 
the International Refugee Organization; and other expenditure (£29 
million) on such items as diplomatic posts. The corresponding credit 
item (item 12) covers receipts by the United Kingdom Government— 
for example, from the United States Government under certain financial 
agreements, and from sales of military stores. It will be noted that 
United Kingdom Government disbursements substantially exceeded 
receipts; there was a net debit of £154 million. 

Item 13 covers all other current transactions, including the inter¬ 
national earnings of the City of London from banking and insurance 
services (a credit item), film royalties (a net debit: £5 million in 1953), 
and the overseas transactions of oil companies. 

^ It should therefore appear ainoriK the credits. But some readers may wish to 
refer to the original Table, Table 1 of Gmd. 9119, from which 1 have taken the above 
figures. This covers the years 1946 to 1953, and as this item was a net debit in most 
of these years, it is there included among the debit items, but v'ith a minus sign 
(showing that in that year it was a net credit) for 1953. 

K 


B.F. 
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If net defence aid from the United States Government is included in 
the current account, as it is here (it might alternatively be shown in 
the capital account), the current account in 1953 showed a surplus of 
£22S million. 

In order to see how this surplus was disposed of, we must turn to 
the capital account (which Cmd. 9119 calls the “Investment and 
Financing Account”). This shows that in 1953 United Kingdom 
residents invested J[,2Q1 million overseas. ITis is a debit item; they 
had to part with that amount of sterling in order to acquire other 
currencies for foreign investment. It drained away all but ^18 
million of the surplus on current account. 

On the other hand, during 1953 sterling balances held in London 
by non-residents increased by ^£222 million. This is a credit item, in 
effect a short-term loan to the United Kingdom; overseas central banks 
and others had to part with other currencies in order to acquire that 
amount of sterling. Hence the gold and dollar reserves increased 
during 1953 by £2A0 million. 


>#. The Significance of the Balance of Payments 

A credit balance of payments, or surplus, on current account is com¬ 
monly called “favourable,” and a debit balance, or deficit, “unfavour¬ 
able” or “adverse.” But we must examine the causes of a credit or 
debit balance before we can judge whether the situation as a whole is 
favourable or unfavourable to the country. 

Clearly every country cannot have a surplus. I'he surpluses of 
some countries will have their counterpart in the deficits of others. 
And sooner or later balances due betw^een countries must be settled, 
and settled in goods (including gold), for one country will not accept 
the paper money of another in payment. Ove r a perio d^ J:h erefore, 
J^the receipts of any country will t end to eguJ ^if tst^ a 

I mefigtll^ som?"tii^, tKis will Le Tonow^^^^^^^^ a surplus vHi en it pays 
d ebts, aricl conversely. 

International investment gives rise to surpluses and deficits. Con¬ 
sider a country that is borrowing heavily from abroad in order to 
carry out capital development, either under the Government or under 
private enterprise. Her imports will increase, taking the form either 
of capital goods for the new projects or of consumers’ goods (in effect, 
for the workers employed on the projects). For the time being, the 
country will have a large deficit, offset by the inflow of capital. 

There is nothing unhealthy about this. The defiant is not in any 
way unfavourable or adverse to the countr^T if allgoeswUTTTFie 
rfjp'lTar expafiT output and enable the country to in¬ 

crease her exports. When she is repaying the foreign loans, she will 
have a surplus on her balance of payments on current account. 
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A lending country, on the other hand, will have a surplus while she 
is lending and a deficit while she is being repaid. Here again the 
terms favourable and unfavourable are meaningless; clearly there is 
nothing unfavourable about having one’s debts repaid. 

It will be noted that the only way in which a country can receive 
canital trom abroad is hv n dctirif—nfher itHns bemcr eauah an imoort 


surplus—equal to the am(mnt of foreign investment received. But 
this does not mean that a countiy needs “external aid” (grants or 
loans from international bodies or from other countries) only if her 
balance of payments is in deficit. A country which, by prudence and 
restraint, maintains equilibrium in her balance of payments may both 
be poorer and have richer investment opportunities than another 
which spends more than her income and thereby develops a deficit. 

Consider now a country which is not receiving an inflow of invest¬ 
ment capital, but which nevertheless tends to have a continuous deficit 
in her balance of payments on current account. In order to simplify 
the wording, let us suppose that credit items other than exports equal 
debit items other than imports. Then the country is importing more 


man sue ggHpj ty B>r by ner export earning s, one is overspending ner 
nTcoSe,'Imn^ ... 

Importers pay in full, in their own currency, for the goods they 
import. So do the final consumers of imports. They are living within 
their incomes. What is wrong? 

The banking system must provide the importers with foreign ex¬ 
change, and the export earnings of the country are not large enough 
to provide all the foreign exchange required. There is a gap, the 
deficit in the balance of payments, to be filled. And any method of 
filling it, so long as the deficit continues, is only a temporary expedient 
which can be used for only a limited period. 

The gap may be filled by “disinvestment.” The Government or 
private individuals may sell sSffTeTflT'Tllflll* foreign assets. This will 
provide some foreign exchange at the moment. But in the long run 
it will make the situation worse, for it will reduce the investment 
income received by the country from abroad. It is a course likely to 
be adopted by the Government only in grave emergency. (For 
example, in the early months of the war, the British Government 
mobilized and sold American securities owned by British residents, in 
order to obtain dollars.) 

Again—another form of disinvestment—the Government may part 
with some of its reserves of gold and foreign exchange. But the 
r^serves*ownea Dy fe 'Co\^rnM5h\!s7 .BffTlsh Govern¬ 

ment, are smaller than are needed to provide an adequate cushion 
against a temporary deficit. In such a case, a deficit can be covered 
in this way for only a short time. 

Another method of filling the gap is for the Government to borrow 
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abroad . There is an international institution, the International 
JlSorietary Fund, which was created mainly to make loans for this 
purpose—but loans of limited amounts for limited periods. Some 
friendly Government may be induced to lend, to help the country 
over a bad period, but it will be unlikely to go on lending if the country 
continues to live beyond her means, for in that event how will she be 
able to repay? 

The conclusion is that a continuous deficit in the balance of pay¬ 
ments will have to be corrected, sooner or later. No doubt it can be 
argued that while a country is living beyond her means, she is better 
off. It is the imports we receive, not the exports we part with, which 
enter into our standards of living. Exports arc a means of obtaining 
imports, not an end in themselves. All this is very true. But it is 
equally true that a country cannot go on indefinitely living above her 
income—unless she is permanently subsidized by another country, as 
Albania was subsidized by Italy in the 1930s. Sooner or later slie will 
be forced to cut her coat according to licr cloth; and tlic longer she 
delays, the more drastic and unpleasant will be the subsequent adjust¬ 
ment. 

What is it, exactly, that requires adjustment? y\part from inter¬ 
national borrowing and lending (which temporarily increase or reduce 
a country’s spending power) the claim of any countr}^ on the w^orld’s 
output, including her own, is the value of what she produces.^ Apart 
from grants made to her by other countries, she cannot get something 
for nothing. It is wdien a country^ consumes and invests more than 
she earns hy her output that she is living beyond her means and runs 
into difliculties. A deficit in her balance of payments is only a symptom. 
I'he fundamental cause of the disequilibrium is that she is consuming 
(and investing) more than she produces. 

The fundamental remedy, therefore. j^ J^m^er to increase her pro¬ 
duction rclativ^ely to her consumgtion; in other w'ords, to save more. 
The mosT^^acceptable solution \vould be for her to increase 
her output and not to increase her consumption correspondingly. It 
is not a solution if she increases her consumption as much as she 
increases her production; her disequilibrium will rcrruiin. If she does 
not increase her production suflicicntly, tlicn some means must be 
found of reducing her consumption—a reduction in money incomes, 
or a rise in the cost of living, or rationing. 

This is the key to the problem discussed in the following chapters. 
On the surface, the remedy for a deficit in the balance of payments is 
to restrict imports and promote exports. But this is not the only pos¬ 
sible remedy, and restriction of imports is a bad remedy because it 
adversely affects other countries. Even so, it will work only if it leads 

^ Plus any investment income received from abroad, and minus any im estment 
income paid abroad. 
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to a fall in consumption relatively to output. The better course is an 
adequate increase in output, relatively to consumption. 


5 . Bilateralism 

If ditferent currencies are freely convertible into one another, the 
balance of payments between country A and any other country B, or 
any group of countries, is of no significance. Country A can cover her 
debit balances with some countries by her credit balances with others. 
All that matters is the balance of payments between country A and 
the rest of the world as a whole. 

Under bilateralism, country A tries to balance her payments with 
country B. This reduces the benefits of specialization by countries. 
The greatest advantages are derived from international trade if each 
countr^^ is free to sell where it pleases and to buy where it pleases. 
Bilateralism is like barter. It requires a double coincidence of wants 
before any trade can take place. It reduces the total volume of trade 
and prevents it from flowing freely in the directions indicated by 
relative advantages in production. 

Suppose there are four countries. A specializes in the production of 
colTcc, B of cotton, C of sugar, D of wheat. A wants to buy wheat, 
B coffee, C cotton, and D sugar. If A^ buying wheat from D, insists 
that D should buy as much from her as 
she buys from 7>), what will happen? D A 

does not want coffee—perhaps she grows 
some herself, or perhaps her citizens 
prefer some other beverage which they 
produce for themselves. But D docs 
want sugar. How can she get it? She g 

could get it from C. But C does not want 
wheat, which D exports; C wants cotton, 
which D does not export. The insis¬ 
tence of A on bilateralism in her trade 
with D will kill a four-cornered trade 
from which all four countries would 

benefit. For A could sell coffee to B, B could sell cotton to C, C could 
sell sugar to Z), and D could sell wheat to A, 

This is, of course, an extreme and hypothetical example. A great 
deal of international trade can and does continue under bilateral 
arrangements. But its total volume is kept down, and its pattern 
somewhat altered, by the restrictions imposed under bilateralism. 

The advantages of international trade are bound to be reduced, 
more or less substantially, if people are not free to buy the t^q^es of 
goods and services which they prefer, and to buy them where they 
can get the best value for their money. 
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Why, then, does a country ever follow a bilateral trade policy? One 
reason may be that she hopes in this way to expand her exports, or at 
any rate to secure sheltered markets, at a good price, for some of them. 
For example, during the 1930s Great Britain used her bargaining 
power as the chief importer of, for example, Danish butter and bacon 
and Argentine meat, to make a number of trade agreements. “You 
buy so much of our coal, or steel, or machinery, and we will buy so 
much of your butter, or bacon, or meat.” Germany also made a 
number of such trade agreements with Balkan and other countries. 

Whether such bilateral trade agreements are an advantage to a 
particular country depends on the circumstances. If because she 
is the chief buyer of B's products, can obtain an agreement from B 
which gives her favourable terms of trade, this is an advantage for A 
but not for B. Other countries, finding themselves largely excluded 
from B's market, may play the same game themselves, and A may 
find that her increased exports to B are offset, or more than offset, by 
her decreased exports to other countries. The increase in British 
exports during the 1930s to the Scandinavian and Baltic countries and 
to the Argentine can certainly be attributed partly to her trade agree¬ 
ments with those countries, but it is probable that British exports to 
other non-Empire countries would have expanded more if these 
agreements had not been made. A further point is that such bilateral 
agreements tend to create international bitterness; even if both parties 
to the bargain are satisfied, and often the weaker party is not, other 
countries resent their exports being largely excluded from those 
markets. 

Since the war, the main reason for bilateralism, carried out by 
means of exchange control, has been that currencies have not been 
freely convertible into one another. In particular, there has been a 
general shortage of United States dollars. 

6. Methods of Restoring Equilibrium in the Balance of 

Payments 

It will be remembered that if country A is making long-term invest¬ 
ments in the development of country B, for the time being A will have 
a surplus and B a deficit. Such surpluses and deficits are a necessary 
accompaniment of international investment and raise no problems of 
disequilibrium. (If the investment is a failure, B may be faced with a 
difficult problem of how to repay, but that is another story.) 

International disequilibrium has two complementary aspects—the 
surpluses of some countries and the deficits of others. I shall consider 
mainly the latter, for it is when a country is in deficit that she is com¬ 
pelled to make some kind of adjustment in her economy. But countries 
with persistent surpluses can help the deficit countries to restore equi- 
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librium more quickly and easily by taking suitable measures to reduce 
their surpluses: measures such as following ^^^mo^^Jiberal^^^ 

t three chapters of this Part 
is that they discuss alternative methods by which a country can main¬ 
tain or restore equiliVjrium in its balance of payments. 

Let us revert to the case of a country living beyond her means, 
meeting the difference by drawing on her reserves of gold and foreign 
exchange. What methods can she employ to correct this situation, 
to make her deficit disappear, and to stop the drain on her reserves? 

The direct and obvious method is to restrict her imports and other 
debit items (for example, by placingT^imits on tlie amounroTlo^ 
excliange allowed to her residents travelling abroad) and to expand 
her exports and other credit items (for example, by granting conces¬ 
sions to foreign tourists). This method has been employed by many 
countries since the war through the mtichincry of exchange control. 
This is discussed in Chapter XXXIX. 

Instead of, or in addition to, such a direct attack on the symptoms, 
a country^ can attempt a more fundamental adjustment. Such an 
adjustment will involve a change on the monetary side. There are 
two broad alternatives. On the one hand, she ^^^njkttheexchaaige 
value of her currency fall. Here the expectation istnatTess foragn 
excliangc wTll be spent on imports (and other debit items), which now 
become dearer in local currency, whereas more will be earned by 
exports (and other credit items), which now become cheaper in foreign 
currencies. I discuss this method in the course of Chapter XXXVII, 

On the other hand, she can maintain the exchange value of her 
currency but reduce h er iialionaLincpm o f money . Here 

the cxpectatiorT"i?TlTatTiS* people vviirmJtTae much 

as before for imports, while cost reductions may stimulate exports. 
I discuss this method in the course of Chapter XXXVIII. 

An intermediate course is to deval ue thc jcurrency . The exchange 
value of the currency is reduced to a lower but fixed level, where it is 
intended to keep it. Chapter XXXVIII also discusses devaluation. 

It must always be remembered, however, that the fundamental 
need is for the country’ to expand her output relatively to her con¬ 
sumption (or, less satisfactory, to reduce her consumption relatively 
to her output). 

As a prelude to these discussions, the following chapter outlines the 
chief relevant features of the post-war world. 


policy or expanding their money incom es, 
d ne connecting thread between the las 
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THE POST-WAR SITUATION 
1. The Shortage of Dollars 

The damage and dislocation due to the war left most countries very 
short of real capital. They needed imports of equipment, raw 
materials, and foodstuffs well in excess of their normal peace-time 
requirements, in order to rehabilitate their industries. The chief source 
of such imports was the United States, which had emerged from the 
war with an output much greater than before. But the chief way in 
which they could earn dollars was by exporting goods to the dollar 
area. Their export industries had suffered from the war, and most 
countries could not export anything like as large a volume of goods as 
they did before the war. They suffered, therefore, from an acute 
shortage of dollars. 

The United States came to their assistance. Under the Marshall 
Plan she agreed to provide European countries with S4,875 million (of 
which the U.K. share was $1,263 million) over four years, mostly by 
grants and partly by loans. The purpose of the Plan was to hasten the 
economic recovery of European countries: to enable them to increase 
their output and exports and eventually to stand on their own feet. 
The Marshall Plan came to an end aliout 1951, but it was in effect 
replaced by “defence aid”: grants given by the United States towards 
the cost of building up armaments by European countries for the 
defence of the free world. 

The United States has given large grants to other areas also, notably 
the Far East, during the post-war period, and has also made long-term 
loans and investments in Canada, Latin America, and elsewhere. The 
total amount of dollars she has made available to the rest of the world 
in these ways has exceeded her export surpluses, and she has had to 
part with some gold, from her gold reserves, to make up the difference. 
During 1948-51 her exports averaged $12,300 million a year and her 
imports oply $8,700 million; other items brought her current surplus 
up to $4,000 million a year. But she made Government grants 
averaging $3,900 million a year and Government and private long¬ 
term loans and investments averaging $1,300 million a year. 

Nevertheless most countries outside the dollar area ^ have been 

^ The members of the dollar area (in addition, of course, to the United States and 
Canada) are named in the following doggerel, which 1 composed during the Common¬ 
wealth Finance Ministers* Conference at Sydney, in January, 195A — 

504 



THE POST-WAR SITUATION 


5^5 

short of dollars throughout the post-war period, and still are. Despite 
the considerable economic recovery made by Europe and some other 
areas, their demand for dollars exceeds the supply. In other words, 
their citizens want to acquire more dollars, for such purposes as the 
purchase of American goods, than are available. Their demand for 
dollars is therefore restricted by exchange control. It is the shortage 
of dollars (despite U.S. grants and loans) that is the chief reason for 
exchange control. 

It follows that in order to do away with exchange control and to 
make sterling and other currencies freely convertible into dollars, it 
is first necessary to overcome the shortage of dollars. Hovv^ can this be 
done? 

Some writers think that it cannot be done. They say that the 
industries of the United States employ so much more capital per 
worker, and are so far ahead of the rest of the world in their knowledge 
and application of modern techniques, that it is impossible for other 
countries to compete with them effectively. They conclude, therefore, 
that the United States will inevitably continue to have a large export 
surplus, and that we must reconcile ourselves to the permanent need 
for exchange control as the only practicable method of coping with a 
permanent shortage of dollars. 

I'his view is directly contrai\' to orthodox economic theory. In 


Salute lu the Dollar Area 

Ecuador has dollars t^alore. 

San Salvador 
Has even more. 

Columbia too 
Can do, can do, 

\N hilc little Liberia 
Is no way inferior. 

Honduras .and Guatemala, 

Mexico and Panama, 

Venezuela, Nicaragua, 

Bolivia and Costa Rica, 

Cuba and the ITiilippines, 

Not forgettine Haiti and the Dominican Republic, 
All are part of this sccnaria, 

Members of the dollar area. 

What have they got that we haven’t got? 

Maybe it’s rubber, maybe it’s oil, 

Maybe a fertile tropical soil. 

Perhaps it is merely, sad to relate. 

That they have not heard of the Welfare State. 
Perhaps it is just that they wear sombieros 
And never drink champagne at Ciro’s. 

Brothers, this is very sad. 

Let us all export like mad 
Until we reach a state of grace 
And look the dollar in the face. 



5o6 international trade 

Chapter XXXIV I explained the principle of comparative costs, which 
shows that one country may produce everything more efficiently than 
another and yet find it to her advantage to specialize on those industries 
where her superiority is greatest. There is no reason why such a 
country should not have a substantial foreign trade, with its balance 
of payments in equilibrium. Yet it is true that when we examine the 
various ways in which the dollar shortage might, theoretically, be 
overcome, most of them present serious political difficulties. 

I will consider first three types of measures which other countries 
might take—namely, deflation, exchange depreciation, and greater 
productivity—before I turn to measures the United States might take. 

In general terms, the problem for countries outside the dollar area 
is how to prevent their citizens from spending more freely on imports, 
foreign travel, and other “debit’’ items when exchange control is 
removed. They must somehow be prevented from increasing their 
consumption, unless their output increases correspondingly. Other¬ 
wise their expenditure of foreign exchange will exceed the supply, and 
their reserves of gold and foreign exchange will be drained away utilil 
they are confronted with a balance-of-payments crisis and have to take 
some drastic action, probably the reimposition of exchange control, 
to stop this drain. 

One possible course is deflation. This would reduce their money 
incomes and therefore their demand for imports in general, including 
imports from the dollar area. It would reduce their costs and thereby 
enable them to compete more effectively with dollar goods in all 
markets (including their own and that of the United States). If their 
imports (and other debit items) and their exports (and other credit 
items) remained about the same, they would be in the same position 
as at present, but free from exchange restrictions. If their imports 
were reduced and their exports expanded, they would be consuming 
less (and saving more) and therefore building up their foreign exchange 
reserves. But this solution is widely opposed, as it is believed that 
deflation would create considerable unemployment. 

An alternative solution might be for other countries to depreciate 
the exchange value of their currencies against the dollar, as Great 
Britain did when she devalued the £ (from $4*03 to $2*80) in Sep¬ 
tember, 1949. This would restrict imports from the dollar area by 
raising their prices in local currencies. But it is doubtful whether this 
would provide a permanent solution. The consequent rise in the cost 
of living would probably lead to a rise in wages and other money 
incomes; this would mean higher costs and therefore higher prices; 
and the dollar shortage might soon reappear. 

By far the best course would be for other countries to increase their 
productivity. This would be a solution, however, only if they refrained 
from increasing their consumption more than their output. If they 
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increased their expenditure on imports by more than the increase in 
their export earnings, they would have a deficit in their balance of 
payments despite their greater productivity. But there are grounds 
for expecting that a substantial increase in productivity might over¬ 
come the dollar shortage. At present, output per worker in most 
countries is much lower than in the United States, and it is quite 
possible that for that very reason they might diminish this difference, 
increasing their productivity at a faster rate than the United States. 
This would mean that American goods would no longer be so attractive 
compared with their own, wliich would tend to fall in price, or to rise 
less (if there were a general upward movement in prices) than Ameri¬ 
can goods. If such a nanxment went far enough (as it has done already 
in some countries, such as Western Germany), the demand for dollars 
by the rest of the world miglit keep within the limits of its dollar earn¬ 
ings, without any need for cither deflation or exchange depreciation 
or exchange control. 

I turn to some of tlic wa)^s in which it has been suggested that the 
United States might help. If other countries abolish their exchange 
restrictions, they will tend to s})eud more dollars. There are several 
ways in which the United States might make more dollars available to 
them. 

One suggestion is that tlic United States should increase tiie grants 
and loans she makes to other countries suflicicntly to bridge the whole 
of the dollar gap (the diflerence between the amount of dollars the rest 
of the world wishes to spend and the amount it earns). I'his would 
enable other countries to abolish their discriminatory restrictions 
against payments to the United States for goods and services. 

This propcjsal is based on tb(' view that the poorer countries should 
not be expected to live witliin djeir means. The richer countries, 
mainly the United Slates but also others including Great Britain, 
should help them to increase their means by assisting their economic 
and social develoj)ment through grants made by a Special United 
Nations Fund for Economic Development (SUNFED) and loans (for 
long periods and at low rates of interest) made by an International 
Development Board. The consequent improvement in their standards 
of living, it is believ^cd, would promote peace and prosperity everywhere. 

But to provide an adequate amount of aid would place a heavy 
burden on American and other taxpayers and would encounter the 
objection that the mc^ney ought to be spent, instead in relieving poverty, 
at home. It seems most unlikely that such a scheme will be adopted, 
on a large enough scale, in the near future. 

Another suggestion is that the United States should take steps to 
raise her prices, in order to wipe out or reduce the comparative attrac¬ 
tiveness of American goods, which is the root cause of the excessive 
demand for dollars. The general trend of American prices has been 
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upward since the war, but the same is true of other countries also. 
The proposal implies, therefore, a fairly rapid and considerable infla¬ 
tion in the United States. Such an inflation might well unsettle the 
American economy, besides causing hardship to all on fixed incomes. 
If it should lead to an American depression, and a consequent heavy 
reduction in American imports and American aid, it would be a bad 
policy from the standpoint of the rest of the world, as well as for 
America herself. 

Linked with this suggestion is the proposal, strongly advocated by 
South Africa, that the United States should raise her buying price for 
gold, which is still at the prewar level of §35 an ounce. This would 
tend to raise the general level of prices in the United States; and it 
would directly benefit gold-producing countries, w'ho ^vould receive 
more dollars for their gold. 

Opponents of this proposal either dislike inflation or point out that 
if the United States wishes (o inflate, she can do so without raising the 
price of gold; they consider that the latter course w'ould be merely 
making a present to gold producers, who are not the people most in 
. need of aid. 

Another proposal is that the United States should ineike a large 
‘‘stabilization loan” to the sterling area. This would strengthen tlic 
dollar reserves of the sterling area and might enable the pound to be 
made freely convertible (that is, wdthout exchange restrictions— 
except possibly on transfers of capital) into dollars. Such a loan 
would clearly be desirable to facilitate the free convertibility of 
sterling. But it w^ould be worse than useless if it were drained away 
over the next year or two. The fundamental need is to ensure that the 
sterling area (or, more broadly, the rest of the w orld outside the dollar 
area) can earn, year by year, as many dollars as it spends. 

This need might be met by a more libercil American policy towards 
imports of goods and services, enabling the rest of the world to earn 
more dollars. This is the meaning of the slogan “trade, not aid.” 

At present, American restrictions on imports take various forms. 

First, there is the tariff itself. The general level of import duties is 
now much lower than it was twenty years ago (owing mainly to 
reductions made under the Reciprocal Trade Agreements Act of 1934), 
Nevertheless there w^ould be a considerable expansion of American 
imports of certain commodities if the relatively low duties on them 
were removed. (Examples are wool, on wLich the duty is about 20 
per cent, and aircraft, on which it is 15 per cent.) And there are some 
500 items on which the rate of import duty is equivalent to 50 per 
cent or more. 

Moreover the American system of classifying and valuing goods for 
import duty is complicated and acts as a barrier to imports. T'his is 
especially important for new goods, such as plastics. 
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Under the Defence Production Act of 1933, imports of certain pro¬ 
ducts are subject to quantitative restriction; for example, for some 
time there has been a complete prohibition of imports of butter into 
the United States. 

The “Buy American” Act of 1933 means that a foreign firm cannot 
obtain a contract (e.g. for constructing a power station or a dam) 
from the Federal Government unless its tender is 25 per cent below 
the lowest tender of an American firm. Many States and municipalides 
have similar legislation. 

Within the field of services, the main restriction on competition from 
other countries is on their shipping. The coastal tiade is reserved 
entirely for American ships, and 50 per cent of cargoes shipped from 
the United States under American aid programmes must be carried in 
American ships. Shipbuilding is subsidized, and subsidies are paid 
also to enable American shipping companies to compete with foreign 
ships. American ships now carry over 50 million tons of cargo a year; 
before the war they carried less than 20 million tons. The United 
States used to make net payments to the rest of the world for shipping 
services; in 1952 her net receipts from the rest of the world were over 
$300 million. j 

Some liberalization of American import policy has already taken 
place; for example, a number of import duties have been reduced (in 
return for equivalent concessions by other countries) and restrictions 
on the use of natural rubber have been removed. Flow much further 
it will be possible to go, in the face of strong opposition from American 
manufacturers and other protected interests, remains to be seen. 

Other possibilities include an expansion of American public and 
private investment in other countries, and a large increase in American 
tourist expenditure. 

If the United States avoids any depression more severe than the mild 
“adjustment” now (1954) taking place, pursues a somewhat more 
liberal import policy, and continues to make grants for defence aid 
and economic aid, and if other countries increase their productivity 
more than their consumption, there is a good possibility that the dollar 
shortage will gradually disappear, permitting exciiange restrictions to 
be gradually relaxed or abolished.^ 

^ Only about a third of the British dollar defirit arises from transactions with the 
United Stales. Another third arist’s from transactions with Canada, and the remain¬ 
ing third from transactions witli other countries in tlic dollar area. Within the 
sterling area the Colonies make substantial contributions ($307 million in 1953) to 
the common pool of dollars, but other sterling area countries (the Uominions) make 
net withdrawals ($92 million in 1953). 

To restore convertibility between the pound and the dollar it would be necessary’ 
to achieve equilibrium between the transactions of the sterling area as a whole and 
the dollar area as a whole. I have simplified, in the text, by concentrating on the 
United States and Great Britain. 
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2. The Sterling Area 

The sterling area consists of the British Commonwealth minus Canada 
and a few other countries, mainly some major oil-producing countries 
in the Middle East (such as Iraq, Kuwait, and Quatar), and the Irish 
Republic. It is a voluntary association that any country is free to leave 
(but not to enter). 

Sterling is the currency of the United Kingdom only. Other mem¬ 
bers of the sterling area have their own currencies. But these are 
linked to sterling at fixed rates; for example, the Indian rupee is kept 
equal to Is. 6d. and the Australian pound to 16s. 

Sterling is used, however, by the countries of the sterling area (and 
by some other countries too) to settle most of their international trans¬ 
actions. The countries of the sterling area therefore keep sterling 
balances in London. 

But some payments—notably payments to the dollar area—have to 
be made in gold or dollars. The United Kingdom holds the reserve 
of gold and dollars for the whole of the sterling area. 

Apart from special arrangements for the gold produced by South 
Afriea, all the gold and dollars earned by any countr)^ in the sterling 
area are paid into the common pool^—^the U.K. reserve of gold and 
dollars—in return for the equivalent amount of sterling. And any 
sterling-area country which wishes to make payments in gold or 
dollars can and does make them out of the common pool, paying the 
Bank of England out of its sterling balance and receiving the gold or 
dollars in exchange. 

The sterling area is thus a huge banking system, for which the 
United Kingdom keeps the central reserve of gold and dollars. But it 
is more than that. 

It is a group of countries who consult together and work togetlier 
towards a common economic policy. One aim of this policy is to 
build up the gold and dollar reserves of the sterling area, d'hey are 
still too low; at the end of 1954 they were only ;{^1,000 million, enough 
to pay for only two months’ imports by the sterling area from the rest 
of the world. In pursuit of this aim, each member country tries to earn 
more dollars and to save more dollars, for the benefit of all. 

Naturally those countries whose exports happen to sell in the dollar 
area tend to earn more dollars than they spend, and to be net con¬ 
tributors to the common pool. Australia with its wool, South Africa 
with its gold, Malaya with its rubber and tin. West Africa with its 
cocoa, are in that position. But other countries enable the sterling 
area to save dollars: for example, the West Indies provide sugar which 
otherwise might have to be bought, for dollars, from Cuba. The 
important thing is that every country should do all she can to help. 
This means that they should all follow sound internal policies, trying 
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to expand their output more than their consumption and avoiding 
inflation (which is bound to lead to a drain on the dollar reserves). 

During recent years the stress has been laid more on the positive 
aspect of expanding output and exports, by sound economic develop¬ 
ment, rather than on the negative aspect of restricting dollar expendi¬ 
ture. The ultimate aim is a general expansion in world trade. Build¬ 
ing up the dollar reserves is a means to that end; only as sterling 
becomes stronger can exchange restrictions on dollar expenditure be 
relaxed. 

Meanwhile, trade and payments within the sterling area itself can 
be, and are, comparatively free. Some import duties are considered 
essential to protect local industries, but they are kept to the minimum. 
Every country in the area will accept payment in sterling from other 
member countries. There is no need for exchange-control restrictions 
against one another. Hence the sterling area is a great area- of multi¬ 
lateral trade. Within this area, goods move freely between countries; 
there are no restrictions on other transactions, such as tourist expendi¬ 
ture; and even capital moves quite freely from one country to another. 

3. Sterling Balances 

About half all international transactions are now settled in sterling. 
This is the main reason why countries hold sterling balances in London. 

There are other reasons too. Some Commonwealth countries, 
mainly colonies, keep all or part of their reserve against their local 
issue of currency notes in the form of sterling. An overseas bank may 
temporarily increase its sterling balance because for the time being 
short-term rates of interest are relatively high in London. Or firms 
may hold sterling rather than, say, ifancs, if they fear that the franc 
may soon be devalued. 

During the war, the British Government bought goods and services, 
such as local supplies for her armed forces, from a number of countries, 
paying in sterling. In this way, the sterling balances of such countries 
(India, for example) were considerably increased. 

Before the war, the total of sterling balances belonging to non¬ 
residents (mainly Governments or central banks) was between ^£'600 
million and £700 million. After the war, it was between £3,000 million 
and £4,000 million and has remained around that level ever since. 
When the export earnings of a sterling-area country increase faster 
than it spends them, its sterling balances rise; in the opposite case, they 
fall. 

At the end of 1953 the total was £3,708 million, of which £773 
million was held by non-sterling countries, £1,161 million by U.K. 
colonies, and £1,774 million by other sterling-area countries.^ 

1 Cmd. 9119, Table 15. 
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What is the significance of these sterling balances? They are not^ 
except for a small amount, lying on deposit in London banks. They 
are invested in various securities: long-term gilt-edged securities, 
Treasury bills, and so forth. But most of them could readily be with¬ 
drawn, and if they were, the gold and dollar reserves would fall. Even 
if they were spent on British exports, no current payment would be 
made for such exports: they would be what are called unrequited exports, 
representing the repayment of a debt by Great Britain. 

Most of these sterling balances are likely to stay where they are, 
unless a new devaluation of sterling is feared. They are needed as 
working balances or currency reserves. Moreover, some countries 
have agreed, in order not to impose too big a strain on the British 
economy, to a maximum limit on the annual amount which they may 
withdraw. Nevertheless the large total of these short-term liabilities 
underlines the need for a reserve of gold and dollars adequate to cope 
not only with a temporary deficit in the balance of payments of the 
sterling area, but also with possible withdrawals of sterling balances 
for other reasons. 


4. The European Payments Union 

The European Payments Union consists of the eighteen countries of 
Europe that make up the O.E.E.C.—the Organization for European 
Economic Co-operation. For this purpose, a country includes its 
associated monetary area; hence all transactions between the sterling 
area and O.E.E.C. countries are settled through the E.P.U. 

The E.P.U. is a multilateral clearing system. Each country can ofi- 
set its debit balances with some members against its credit balances 
with others. Over the first three years of its existence, July, 1950, to 
June, 1953, the total amount of transactions cleared through the E.P.U. 
was about $70 to $80 milliard, and all but a very small percentage of 
these transactions were offset against one another. The net gold pay¬ 
ments by debtor countries amounted to only $800 million and the net 
credit granted by countries in surplus to only $1,100 million.^ 

If a country is in deficit with the Union, it is given credit (provided 
by the countries in surplus, through the Union) up to a certain limit. 
Beyond that limit it must pay in gold. The United Kingdom had to 
pay £138 million in gold to the Union during 1951-52.- This under¬ 
lines the need for the sterling area to maintain equilibrium in its 
balance of payments with the rest of the world as a whole, and not 

^ Robert Marjolin: “The European Trade and Payments System,” Lloyds Bank 
Review, ya.miQ.ry, 1954. 

^ At the end of May, 1954, the United Kingdom owed $490 million to the Union. 
She has made bilateral agreements with her various creditor countries to settle most 
of this debt over a period of about seven years. 
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only with the dollar area. Deficits with non-dollar countries may 
have to be met in gold. 

A major aim of the O.E.E.G. is to expand trade by reducing restric¬ 
tions, especially quantitative restrictions, on imports. This aim has 
been pursued with considerable success through the E.P.U. The 
volume of intra-European trade is now about twice as great as in 1948 
and some 40 per cent greater than in 1938. 

However, a regional arrangement of this kind, although far better 
than general bilateralism, is only second-best to a world-wide system 
of multilateral trade. The E.P.U. has promoted trade between the 
member countries, but the group as a whole discriminates against 
imports from elsewhere, notably from the dollar area. For this reason 
(and also because the creditor countries, especially the Federal Republic 
of Germany, object to having to give so much credit) the E.P.U. may 
soon disappear; it is hoped that a world-wide system, based on the 
general convertibility of the main currencies, will take its place. 

^5. The International Monetary Fund 

The establishment of an International Monetary Fund was agreed 
upon at the Brettoa \Vogds.Cpnfera t£sifl-Iuly..J.iiL. This Conference 
made planS"i'o pfomote worlcl recovery after the war. It set up an 
International Bank for Reconstruction and Development, which would 
assist countries to get on their feet and develop their economies by 
means of long-term loans. It proposed an International I'rade 
Organization in order to reduce and simplify tariffs and other restric¬ 
tions on imports, but this organization has not come into existence.^ 
The Fund was designed to promote multilateral trade by helping 
countries to keep the exchange values of their currencies stable . It 
was hoped that there \^ldl^ a general return to the gold standard 
and that exchange restrictions, except possibly on capital movements, 
would be abolished. 

Each member country has a quota, governing both its subscription 
to the Fund and the extent to which it can draw on the Fund. It 
contributes^S per cent of its quota (or 10 per cent of its gold reserve, 
whichever i h pfAlfl''&TnrChe rest in its own mon ey. 

The aggregate of the forty-four countries^ quotasT^agreed on at 
Bretton Woods, was ?8,800 million, the largest being those of the United 
States ($2,750 million), the United Kingdom ($1,300 million), and 
the U.S.S.R. ($1,200 million). The U.S.S.R., however, has not joined 
the Fund (or the Bank), while a number of additional countries have, 
bringing the total membership up to nearly sixty. 

It was thought that five years, at most, would be long enough for 

'There is, however, a General Agreement on Tariffs and Trade (G.A.T.T.) 
between a number of countries, which serves the same purpose. 
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member countries to decide, perhaps after a period of experiment, on 
firm gold parities for their currencies. Each member had 

gold parity of its currency within five y^ ars. and was expected to 
try to maintain it. 

The Fund will hel^ajnembgrdnjtemgora^^d 
j^ayments bY^scll iT^itJoj;;^^^j;i^^^ 25 per c3it ot its quota 

m ffly one yean^ TIic o^ is to gi^ the country a breathing space 
during which it can take whatever measures are needed to restore 
equilibrium in its balance of payments. Not much use has been made 
of these facilities; most countries have needed more than temporary 
and limited assistance to cope with their shortage of dollars, and have 
relied on exchange restrictions. 

A country is permitted to change its gold parity if it is plain that 
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dollar area) have taken independent action, each imposing its own 
restrictions on the use of dollars, and varying them from time to time. 

Unlike the Bank, which has performed a valuable service in making 
carefully-considered and well-administered loans for reconstruction 
and development (although its scope is limited by its constitution), the 

a has not fulfilled the hopes and expectations on which it was 
'i’he chief reason IT mat tk^^d oi'a general return 

to the gold standard have proved greater than was foreseen in 1944. 
Should these difficulties be overcome, the Fund may play a larger 
part than it has done up to the present. 



CHAPTER XXXVII 


FREE EXCHANGE RATES 

1. Exchange Rates and the Balance of Payments 

The British Government at present keeps the exchange value of the 
pound sterling at 52*80. It therefore restricts the demand for dollars, 
by permitting only a limited amount of imports from the dollar area 
and only a limited amount of dollar expenditure by British tourists 
and others. It watches carefully the state of its gold and dollar 
reserves, for should it authorize the expenditure of more dollars than 
arc receiv^ed, it has to make good the difference from its reserves. 

Suppose that the Government were to change its policy and to leave 
the exchange value of sterling entirely free, to be determined from day 
to day by the market, without attempting to exercise any control over 
it. All the special measures to restrict dollar expenditure and to 
protect the reserves could be swept away. The dollar shortage, for 
Great Britain, would vanish overnight. Instead of dollars being 
rationed they would be available for all—at whatever price restricted 
the demand for them to the amount offered by people who wanted to 
buy sterling, giving dollars in exchange. 

Suppose, for example, that the value of sterling fell to §2*00. This 
would mean that all dollar imports cost 40 per cent nK)re -that would 
contract the demand for them. British tourirsts abroad would find 
that it now took £1 8s. to buy what £\ bought before. Similarly 
with all debit items. would no longer buy $2*80 worth of goods 
and services, but only §2*00 worth. The demand for all debit items 
would fall, except for those (such as interest payments to the dollar 
area) which could not be reduced. On the other hand, at least to 
begin with, the export of British goods and services would expand, 
for every British export that liad formerly cost 52*80 would now cost 
only 52*00. 

I took 52*00 merely as an illustration. It may be that equilibrium 
would be attained around the present rate of 52*80; or it may be that 
a much lower rate than even 52*00 would be needed. In any event 
the rate would fluctuate, like any other free price, from time to time. 
But, through these fluctuations, it would equate the demand for 
dollars with the supply of them. The free price would replace the 
present apparatus of exchange restrictions. 

It is theoretically possible that a country could never attain equi- 
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librium by a fall, however great, in the exchange value of its currency. 
Its supply of exports and its demand for imports might both be very 
inelastic. For example, a South Sea island might export only copra. 
It could not appreciably expand its output of copra, for newly-planted 
coconut trees do not begin to yield until after six years. Its imports 
might be mainly essential foodstuffs. Hence any reduction in the 
dollar price of its exports would yield fewer dollars, for the volume of 
exports would not expand, while its volume of imports would fall very 
little, despite a sharp rise in their prices in local currency. 

In such a situation, the theoretical solution would be to raise, not 
to lower, the exchange value of its currency. But I do not believe that 
such ix situation exists in any country in the world. A higher price for 
any export nearly always succeeds, in one way or another, in calling 
forth a larger supply; more labour is attracted to the export industries, 
more is produced from the interior of the country and sent to the coast 
for export, and so on. Moreover, a country usually has quite a range 
of potential exports: goods normally produced only for domestic con¬ 
sumption, or perhaps not at all, but whieh would be produced for 
export if their prices were high enough. The export of services might 
expand also; for example, more tourists might be attracted if local 
prices were cheaper in terms of their own currency. Similarly with 
imports: if their pric'cs lisc high enough, people will do without some 
of them, pcrliaps using local substitutes instead. 

I shall assume, therefore, that in practice equilibrium will always i:)e 
attained by a sufficient fall in the exchange value of the currency, the 
increased volume of exports more than compensating for any reduction 
in their dollar prices, and so on. 

I have taken the dolia: to represent all foreign currencies. If the 
exchange value of, say, sterling w^ere completely free, there would be 
a definite relation betw cen the value of sterling in dollars and its value 
in any other currency, say francs. Suppose, for example, that £1 -= 
$2*00 and that SI*00 - 500 francs. Then £\ must equal 1,000 francs. 
If it were worth more (say, 1,100 francs), then it would pay anybody 
with dollars to buy sterling, use the sterling to buy francs, and change 
the francs back into dollars, making a profit (of 10 per cent). Such 
transactions, which take place when quite small differences in cross¬ 
rates appear, are known as arbitrage transactions. Hence such differ¬ 
ences are at once smoothed out, provided that such transactions can 
be carried out legally. When they are forbidden, as they are under 
exchange control, there may be appreciable differences in cross-rates. 

A small country can attain equilibrium, through free exchange rates, 
more easily than a big one. If Lilliput has its own pounds, and their 
value falls from 32-80 to $2*00, its exporters will get nearly the same 
price as before in dollars (and 40 per cent more in their own currency), 
for a greater volume of their exports will do little to reduce their w orld 
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prices. But Great Britain is different. She is such a large exporter 
that when her volume of exports expands, their prices will fall, and 
exports formerly sold for $2-80 may now sell for appreciably less. They 
will sell for well over $2*00, or the stimulus to exports would disappear. 
But suppose they sell for about $2*40. The exporters will now get 
£\ 4s. instead of /"I, but the country as a whole will lose by the adverse 
change in its terms of trade (unless the dollar prices of its imports fall 
to the same extent, which is unlikely). 

Great Britain is a large exporter, and a fall in the exchange value of 
the pound is therefore likely to turn the terms of trade somewhat against 
her. Moreover, a number of other countries, outside as well as inside 
the sterling area, would probably keep more or less in step with sterling, 
as they did in the 1930s. If sterling depreciated, they would depreciate 
their own currencies to about the same extent, partly through fear that 
otherwise British exporters would be able to undersell their own 
exporters in the world markets. This would further expand the 
volume of exports of the types exported by Great Britain (or other 
members of the sterling area), and would tend to reduce their prices 
in terms of other currencies, such as dollars. This is a point, as far as 
it goes, against the use of free exchange rates by Great Britain as a 
method of balancing her payments. 


2. Influences Affecting Exchange Rates 

Most dealings in foreign exchange arc carried out through banks. 
Suppose that sterling were quite free to vary in exchange value. When 
foreign banks thought that their sterling balances were becoming too 
big, they would charge a higher rate for foreign currencies (offering 
sterling, therefore, at a lower rate) in order to increase payments-out 
from their sterling balances (to persons buying sterling) and to decrease 
payments-in (by persons buying foreign currencies). Conversely, when 
their sterling balances were becoming too small, they would raise the 
exchange value of sterling, charging a lower rate for foreign currencies. 

They will wish to keep a certain minimum of sterling balances, 
enougli to enable them to carry on their exchange business. How 
much they will wish to keep above this minimum will depend partly 
on their views about the future value of sterling—the more sterling they 
hold, the greater will be their loss if its exchange value should fall. It 
may depend partly also on relative rates of interest in London and 
elsewhere; other things being equal, higher rates of interest will attract 
larger balances. But it will depend partly, too, on their assets and 
liabilities in their own countries. 

When a bank in, say, France accepts sterling from a customer (who 
may have received it in payment for his exports to Great Britain), its 
sterling balance goes up and so do its deposits in France. For the 
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customer is not paying in a cheque received from another Frenchman; 
the bank itself is creating an additional amount of deposits, against 
sterling in London. Hence an excess of such payments, for exports 
and other credit items, will increase the total of bank deposits in 
France. If the French Government does not increase the supply of 
cash (corresponding to the inflow of gold which would take place if 
both countries were on the gold standard), then there will be no more 
cash available to the French banks and their cash ratio to deposits will 
fall because their deposits will have increased. Their remedy will be 
to give fewer francs for sterling than before. 

What are the underlying forces that govern the demand to buy 
sterling, with foreign currencies, and the supply of sterling olFered to 
buy foreign currencies? 

Relative prices may be of dominating importance. Other people 
want sterling mainly in order to buy British goods and services. If 
British prices were twice as high, they would be prepared to give only 
about half as many dollars or francs as before for sterling; provided, 
of course, that prices in other countries remained the same. Exchange 
rates tend to vary with relative price levels; I discuss this point in the 
following section. 

Capital movements take place, in normal times, largely because short¬ 
term interest rates are higher in one centre than in another. Funds 
may be transferred, for example, from New York to London if they 
can earn 4 per cent in London as against 2 per cent in New York, 
llie exchange risk can ]:>c overcome by a forward exchange transaction, 
probably with a bank. If .1 transfers a million dollars to London now, 
lie can arrange to transfer them back in, say, three months’ time, at a 
rate fixed now, by buying a million dollars three months forward. 
Other people will be Wciutiiig to arrange now to buy sterling with 
dollars in three months’ time, so that a “forward” market is possible. 

During the 1930s, however, large speculative mov^ements of “hot 
money” took place. These movements were not governed by relative 
interest rates, but by the fear that some currencies would fall in value. 
They were movements out of those currencies and into others which it 
was hoped would remain stable or rise in value. Before sterling left 
the gold standard, in September, 1931, there were large speculative 
movements out of sterling. When sterling had fallen considerably, and 
it seemed likely that some other currencies would follow it, there were 
heavy movements out of these currencies and into sterling. It was 
largely for the purpose of offsetting such movements, in cither direc¬ 
tion, and of preventing them from causing violent temporary fluctua¬ 
tions in the exchange value of sterling, that the British Government 
established the Exchange Equalization Fund.^ 

Changes in the terms of trade may lead to changes in exchange rates. 

^ See Chapter XIX, Section 5. 
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Should the demand for a country’s exports increase, so will the demand 
for its currency. 

Suppose, to give a simple hypothetical example, that the only trans¬ 
actions between Great Britain and France are the export of British 
coal in exchange for French wine. Great Britain exports 10 tons of 
coal a day at £5 a ton and imports 20 gallons of wine a day at 2,500 
francs a gallon; ^'1 =1,000 francs. Now suppose that the French 
demand for coal increases. They can get more coal only by exporting 
more wine. But the British demand for wine remains the same; to 
get more sterling they must offer their wine more cheaply. A new 
equilii)rium may be reached with, say, 36 gallons of wine (90,000 
francs) a day exchanging against 15 tons of coal (£75). The new rate 
of exchange will be £1 1,200 francs. The French need sterling only 

to buy coal; their demand for coal and, therefore, for sterling has 
increased; the terms of trade have become more favourable to Great 
Britain by one-fifth (2f gallons instead of 2 gallons of wine against 
1 toil of coal ), and the increase of one-fifth in the exchange value of 
sterling exactly reflects this improvement, provided that other things, 
notably money costs, remain the same. 


3. The Purchasing-Power Parity Theory 

This theory was used after the first world war to demonstrate that the 
fall in the exchange values of the German, Polish, and other currencies 
was due mainly to inflation in those countries. This was C[uite true. 
If we start from an equilibrium situation, and prices in country A rise, 
say, a hundredfold, while they remain stable in country we should 
expect people in B to want 100 times as many units of A’s currency as 
before in exchange for 1 unit of theirs, for 100 units of A’s currency 
now' buy only as much as 1 unit bought before. If B's prices have, 
say, doubled, then we should expect a unit of her currency to exchange 
for 50 times as many units of ^Ps currency as before, and so on; in 
general, we should expect changes in the exchange values of different 
currencies (as compared wfth a previous position of equilibrium) to 
reflect the changes in their price levels. 

This would not happen, however, until price levels had settled down. 
While A was inflating, and her prices rising, we should expect the 
exchange value of her currency to fall faster. For there would be 
speculative capital movements out of A's currency and into more stable 
currencies. 

Subject to this proviso, the purchasing-power parity theory does 
explain the dominant reason for changes in exchange rates over a 
period during which large movements have taken place in the relative 
price levels of different countries. It is not satisfactory, however, as a 
general explanation of exchange rates. 
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It may be presented in either of two forms. In its narrower form 
it relates only to the relative prices of internationally-traded goods; 
in its wider form it relates to the relative price levels of all goods and 
services. 

It is quite true that internationally-traded goods have a world 
market and therefore tend to be the same price (after allowing for 
transport charges) at any port. For example, if a bushel of wheat 
costs Sl-40 at a United States port, and = $2*80, then it will cost 
10s. (plus transport charges) at a British port. But this does not throw 
much light on the chain of causation. The two prices, iT40 and 10s., 
do not determine the exchange rate. The price in the exporting 
country often determines the price in the importing country, taking 
the rate of exchange (£1 -- $2-80) as given. The rate of exchange itself 
is determined by all the forces affecting the demand for the two cur¬ 
rencies. True, the greater part of the demand is usually a demand to 
pay for imports. But the fundamental reason for a change in the 
exchange rate, and therefore in the relative prices of goods such as 
wheat in the two currencies, may be a change in the terms of trade, 
or it may be movements of ciipital, or it mciy be a heavy demand for 
one of the currencies in order to meet any of the “debit” items (e.g. 
interest payments or tourist expcndiiurc) entering into the balance of 
payments. The mere fac i that the price of a good in A equals its price 
in B at the prevailing rate of exchange does not fully explain how the 
latter is determined. 

In its narrower form, therefore, the theory is a truism. In its wider 
form it is not true. There is not a close and firm relationship between 
the prices of a country’s exports and imports and the prices of its 
domestic goods and services, wh’cii do not enter into international 
trade. If equals $2*80 or 965 francs, it by no means follows that 
the purchasing power of in Great Britain is the same as that of 
$2-80 in the United States or of 965 francs in France.^ 

Some exponents of the theory have tried to avoid this objection, and 
also the difficulty of directly comparing price levels between countries, 
by relating changes in exchange rates to changes in price levels. Start 
from some base date when exchange rates are more or less in equili¬ 
brium. Call the price level \n A 100 and the price level in B 100, at 
the base date. If at some subsequent date the price level in A is, say, 
150 and in B, say, 300, then 1 unit of T’s currency should then exchange 
for twice as many units of i?’s currency as before, for that is the pur- 
chasing-power parity between the two currencies as compared with 
the base date. In general, if at any date the price level in A is X and 

^ As a matter of fact, a recent study of retail prices in the two countries has shown 
that in Great Britain buys about 25 per cent more tlian $2*80 in the United 
States. See An International Comparison of National Products and the Purchasing Poiver of 
Currencies, published by the O.E.E.C. (1954). 
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in B T, then the rate of exchange between the two currencies will tend 
to be ^ of what it was at the base date. 

The price level within a country may change owing to changes in 
its indirect taxes. Suppose, for example, that A imposes import duties 
of 100 per cent. The internal prices of her imports would about 
double, but the effect would be to raise, rather than to lower, the 
exchange value of ^’s currency, for her demand for imports and there¬ 
fore for foreign currencies would be reduced. The exponents of this 
version of the theory say, therefore, that allowances must be made 
for changes in indirect taxes. The same applies to transport costs. 

Applied in this way, the theory does provide some indication of how 
exchange rates might be expected to move. But it can be a trcaclicrous 
guide. Other factors, such as speculative movements of capital, may 
make exchange rates diverge sharply from their purchasing-power 
parities, calculated in this way. For example, in April, 1933, the 
United States devalued the dollar. As between December, 1932, and 
December, 1933, retail price levels in Great Britain were stable, and 
in the United States they increased by only about 3 per cent. But the 
rate of exchange was £\ = $3-28 in December, 1932, and /^1 = $5*12 
in Decern])er, 1933. 

4 . The Advantages and Disadvantages of Free Exchange 

Rates 

The great advantage of free exchange rates, as compared with the gold 
standard, is that they leave a country quite free to follow its own 
independent monetary policy. It can stabilize its price levels or its 
money incomes, or it can expand the supply of money to secure fuller 
employment or contract it to check a boom; in short, it can do what¬ 
ever it pleases. Under the gold standard, as we shall see in the follow¬ 
ing chapter, this is not so. A country has to adjust its incomes and 
prices to those of other countries, whether such adjustments are in 
harmony with the needs of its economy or not, and whether they agree 
or conflict with the monetary policy it would prefer to follow. It has 
to make these adjustments in order to keep its exchange rates stable. 

Under exchange control, a country can follow its own monetary 
policy, at any rate within wide limits, but only by imposing controls 
over its exports and imports and, indeed, over all aspects of its eco¬ 
nomic life in so far as they may affect its balance of payments. Under 
free exchange rates this whole apparatus of direct controls can be swept 
away; equilibrium in the balance of payments will be maintained simply 
and solely by changes in the exchange value of the currency. 

The great disadvantage of free exchange rates is that they tend to 
reduce the volume of international trade and investment by making 
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them more risky. Anybody who contracts to make or to receive a 
payment in another currency runs the risk that the exchange value of 
that currency may rise or fall before the payment is made. A profit 
of 20 or 30 per cent on exports to Ruritania is turned into a severe loss 
if the currency of Ruritania halves in value before the payment is made. 
It is not always possible to guard against such losses through an off¬ 
setting forward exchange transaction; there may be no forward ex¬ 
change dealings in that currency, or if thcie are, a general belief that 
its value will fall will force down its future value well below its present 
value. Again, an exporter or lender may try to cover himself by selling 
or lending in terms of his own currency. But the other part/, in the 
other country, then runs the risk that he will have to pay more, in his 
own currency, when the time for payment comes. 

It is true that this risk is present under any system. If Ruritania is 
on the gold standard, there is always the danger that she will leave 
the gold standard, and that the value of her currency will fall heavily 
overnight. The same applies to exchange control. And if she does 
run into difficulties which make her take such action, it may well 
be that money due to foreigners (including profits on their own direct 
investments in the country) may be ‘‘blocked^^ for the time being. 
But all these risks arc greater when a country’s exchange rates are 
permitted to fluctuate than when that country is following a policy of 
keeping them stable. 

An argument against exchange depreciation as a method of correct¬ 
ing an adverse balance of payments is that it may involve an adverse 
change in the terms of trade. As we sa\v, such an adverse change is 
likely to be greater for a country (or for a group, such as the sterling 
area) that is an important exporter. 

1 have assumed that ex^^hange depreciation does not lead, to begin 
with, to any increase in local incomes and domestic prices. In that 
event, costs in the export industries will rise only to the extent that 
they use imported materials which have increased in price owing to 
the rise in the exchange value of foreign currencies. 

But, in practice, exchange depreciation may be follow^ed by an 
increase in money incomes and domestic prices, supported by an 
increase in the quantity of money; in other words, it may lead to 
inflation. Should this happen, costs in the export industries will rise, 
and the demand for imports will revive because people have more 
money to spend and the prices of local substitutes are now higher. 
The exchange value of the currency will fall further, and there will be 
speculative movements of capital away from it. A continued move¬ 
ment of this kind can easily accelerate and culminate in a runaway 
inflation. Unless a country can check consequent increases in its 
money incomes and prices, this danger is an additional argument 
against free exchange rates. 



CHAPTER XXXVIII 


THE GOLD STANDARD 
1 . Fixed Exchange Rates 

A couN'i’RY is on the gold standard when its Government keeps the 
purchasing power of a unit of its currency ec[ual to the purchasing 
power of a definite weight of gold. There are various ways of achiev¬ 
ing this result. 

The simplest way is to use gold coins with a gold content equal to 
their face value. The Government is prepared always to provide an 
unlimited number of such coins in exchange for a corresponding weight 
of gold. Conversely, the Government is always prepared to sell any 
amount of gold bullion, in exchange for its own currency, at the same 
fixed rate. And gold can be freely exported or imported. 

For example, before 1914 Great Britain used gold sovereigns. The 
sovereign w^as a definite weight of gold. One-twelfth was base metal, 
of negligible value, to make the coins harder and more durable, and 
therefore the sovereign was said to consist of gold “eleven-twelfths 
fine.” It contained llS^^a grains of pure gold. This meant that 
4] sovereigns contained one ounce of pure gold, and that the price of 
gold bullion on the London market was always within a fraction of 
■£\ 5s. an ounce, ox: 17s. 10id. per ounce eleven-twelfths fine. I'he 

Mint was always prepared to buy or sell gold at that price.^ Hence 
British currency was virtually equivalent to gold; it was linked to gold 
at the rate of 5s. an ounce. 

The United States, France, Germany, and the other countries on 
the gold standard all had their own currency units—dollars, francs, 
marks, and so on—but they, too, were linked to gold in the same way. 
And because they were all linked to gold, they were all linked to one 
another. Since and $4-866 were both kept equal to the same weight 
of gold, the rate of exchange could not vary appreciably—the limits 
being set by the relatively small cost of shipping gold—from this gold 
parity of \ = $4-866. Rates of exchange between gold standard 
countries were virtually fixed. 

The same result can be achieved without the use of gold coins. It 
can be achieved, as it was by Great Britain between 1925 and 1931, 
by the so-called gold bullion standard^ under which the Government is 

^ Actually the rate was about 4s. Hid. per ounce, and the Mint gave 
;^3 17s. 9d. per ounce ll/12th fine, charging lid. for expenses. 
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always prepared to buy and sell gold bullion at a fnced price, and 
places no restrictions on its import or export. Again, a country can 
adopt an exchange standard. If its economic relations are mainly with 
Great Britain, it can adopt a sterling exchange standard, always being 
prepared to buy or sell sterling at a fixed rate; if with the United States, 
it can adopt a dollar exchange standard; and so on. If the planet 
country is on the gold standard, then the satellite country is on the 
gold standard at one remove. 

We often hear somebody ask why some genius cannot invent an 
international currency. It would be intolerable if every British county 
had its own separate and independent currency, yet that is the situa¬ 
tion in the world as a whole. If it is clearly desirable for a country to 
have a single currency, why not the world, or at any rate a large part 
of it? 

Those who ask this question do not realize that the gold standard 
did virtually what they want. In effect, the countries on it were shar¬ 
ing a common currency, for their currencies were all linked to gold 
and thereby to one another. It hardly mattered whether a person held 
pounds or dollars or francs or marks, for they were all freely exchange¬ 
able for one another, and at rates that were virtually fixed. 

But these days have gone, maybe for ever. It is the fashion nowa¬ 
days to denigrate the gold standard. Let us see why. 

2 . Adjustments of National Incomes 

We know that the balance of payments of a country can be in equili¬ 
brium with a permanent excess of imports if the difference is made up 
by receipts from other iteir'^, such as interest on overseas investments 
or payments by tourists. "I he reader can allow for this point in what 
follows, where for brevity I write only of imports and exports. 

In the long run, a country must restrict her imports to the volume 
she can pay for with her export earnings. In the short run, she can 
import more, meeting the difl'erence by loans or gifts from other 
countries or by parting with some of her assets (including her gold 
reserves). But these are only temporary expedients. If she is to stand 
on her owm feet, her exports must pay for her imports. 

Suppose that the imports of a country arc continuously exceeding 
her exports. With a free exchange rate this can soon be stopped by a 
fall in the exchange value of her currency: imports will cost more, and 
so fewer will be bought, while exports may be stimulated by reducing 
their prices in other currencies. But this solution is ruled out under 
the gold standard. The whole point and purpose of the gold standard 
is to maintain fixed rates of exchange. What, then, can be done? 

If nothing is done, then sooner or later the country will be driven 
off gold. Her Government has undertaken to sell all the gold 
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demanded, at a fixed price; gold will be demanded continuously, to fill 
the continuous gap in the balance of payments; the gold reserves will 
become more and more depleted until finally the Government is no 
longer able to keep its undertaking to provide gold, because it has no 
more gold to provide. In order to prevent this from happening, in 
order to check and indeed to reverse this continuous outflow of gold 
and to stay on the gold standard, the Government must take some 
action. 

This action, to be effective, must lead to a reduction in the money 
national income. With less money to spend, people will not be able to 
afford so many imports. Moreover, a fall in local incomes, including 
wage rates, is a fall in local costs. The prices of locally-produced goods 
will fall, and they will therefore be bought, to a greater extent than 
before, instead of imports. And lower costs may stimulate exports. 

A major criticism of the gold standard is that such action, such 
measures of deflation, may do great harm to the economy of the 
country. The classic method is to raise the Bank rate, and thereby 
other rates of interest, and to reduce the quantity of money. But if 
the trade unions refuse to accept reductions in money wages, lal.)our 
costs do not fall. Instead, there is unemployment, maybe heavy 
unemployment. The fall in the money national income is indeed 
brought about, but not by a fall in wage rates. It is brought about by 
unemployment. With total spending power reduced, fewer workers 
can be employed; and higher rates of interest check investment. A 
depression is created, in order to stay on gold. 'This is tragic nonsense, 
say the critics. Away with the gold standard! Let each country 
follow its own monetary policy, and thereby maintain full employment. 

It should be noted that the extent of the fall in national income 
required to restore equilibrium in the balance of payments will depend 
largely on the kinds of goods imported. Should they be mainly 
luxuries and semi-luxuries, a small fall in national income may lead 
to a much larger percentage fall in imports.^ But should they be mainly 
goods such as essential foodstuffs, not easily replaced by local products, 
a large fall in national income may be needed to bring about a fall 
of, say, 10 per cent in imports. In such a case the argument against 
deflation is especially strong; and British imports, on the whole, are of 
this nature. 

Nevertheless there is no escape from the brute fact that in the long 
run a country can import only what she can pay for. Suppose that 
there is a large fall in the world prices of the chief exports of a country, 
but not of her imports. The terms of trade have moved against her. 
She is worse off than before. In one way or another, her real income 

^ This happened in the United States in 1938, when a fall in her total consumption 
of 4 per cent was accompanied by a fall in her total imports of 25 per cent. (But the 
fall in U.S. imports during the U.S. recession of 1953-54 was very slight.) 
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must fall; and if 75 to 80 per cent of her national income goes to labour, 
the real income of her workers, taken as a whole, must fall. They 
will not like it, but they cannot avoid it. The problem is how to avoid 
making matters worse by creating unemployment. 

The solution of this problem depends mainly on the attitude of the 
trade unions. One assumption is that they will not agree to any cuts 
in money wages, but will accept a rise in the cost of living without 
demanding a corresponding increase in their pay. On this assumption, 
equilibrium could be achieved through a rise in the prices of imports. 
A free exchange rate would avoid unemployment, for the exchange 
value of the currency would fall and import prices would rise, thereby 
contracting the demand for imports, money incomes remaining the 
same. Exchange control also would avoid unemployment, for imports 
could be restricted directly and either their prices would rise or they 
could be rationed, money incomes remaining the same. It might even 
be possible to stay on the gold standard by imposing a general duty on 
all imports (and perhaps a general subsidy on all exports) and thereby 
equating imports and exports without reducing money incomes.^ 

But this assumption is hardly supported by the evidence. The 
evidence indicates that “trade unions have been as willing to strike for 
advances in wage rates when the cost of living has risen by more than 
a small percentage as to strike for the maintenance of a wage rate 
when threatened with a reduction.”^ This means that free exchange 
rates or exchange control might not solve the problem any better than 
the gold standard. 

If we assume that trade unions will always insist on maintaining 
“real” wage rates, no solution is possible. Whenever there is a sub¬ 
stantial fall in the real income of a country, there is bound to be heavy 
unemployment, under an) monetary system, for the goods will simply 
iK^t be available to provide all the workers with the same real wages 
as before. Those who keep their jobs will maintain their real wages, 
but only at the cost of unemployment among their comrades. 

A third assumption, however, is possible. It is that workers are 
open to argument and persuasion and will agree to reductions in money 
wages (as they have done in Holland) provided they are convinced of 
the need for them. On this assumption, a country could reduce its 
money income in order to stay on the gold standard without thereby 
creating unemployment. 

It may well be that each of these three assumptions contains a cer¬ 
tain amount of truth, and that the attitude of the workers will vary 
with time and place and circumstance. 

^ This was proposed by Keynes in the Macmillan Report, as a means of enabling 
Great Britain to stay on the gold standard, in 1931. 

^J. S. Dunlop: “Fhe Movement of Real and Money Wage Rates,’* Economic 
Journal^ September, 1938. 
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I return to the point that the gold standard involves adjustments 
from time to time in national incomes. These adjustments are governed 
by the need to equate imports and exports, and fundamentally they 
rest on the principle that a country’s share in the world income should 
reflect its share in world output.^ Its claim on the world’s goods, 
including those which it produces itself, is measured by the value of 
its own contribution to world output. The same principle applies to 
districts within a country. If Lancashire produces 5 per cent of the 
output of Great Britain, her income will be 5 per cent of the national 
income. 

Should there be a relative increase in the output of one district, 
owing to an influx of workers, or to greater efficiency in production, or 
to a greater demand for its products and a consequent rise in their 
prices, then the relative income of that district will increase, and in 
the opposite circumstances it will fall. The same applies to countries. 
Linder the gold standard, each country has a fairly definite ratio be¬ 
tween its gold stock and its money income. If the total amount of 
gold remains the same, then a country whose relative output is increas¬ 
ing will tend to acquire gold and to increase its national income, and 
a country whose relative output is falling will tend to lose gold and to 
reduce its national income. 

The general rule that national incomes reflect the values of national 
outputs is modified by international loans and gifts. Country A can 
spend more than she produces (and B less) if she receives a loan or 
gift from B. During the seven years since the end of the war, the 
United States made loans and gifts to other countries amounting to 
over 35 milliard dollars; this exceeded her export surplus and she 
therefore exported some of her gold reserves. 

3 . Price Levels under the Gold Standard 

’ When a number of countries are on the gold standard, they are all 
virtually sharing a common currency. Their rates of exchange with 
one another are fixed and stable. If the price of an internationally- 
traded good rises or falls by x per cent in dollars, it will rise or fall by 
a: per cent in pounds, dollars, francs, marks, and all other gold-standard 
currencies. This does not mean that the purchasing power of money 
is the same in every gold-standard country. One country can have a 
higher internal price level than another if it has higher import duties 
and other taxes on commodities, provided that despite its higher level 
of internal prices (and therefore, if the amount produced per worker 
is the same, of money incomes) it manages to restrict its imports to the 
value of its exports. But it does mean that the price levels of all gold- 

^ Plus its net income from forei.^n investments or minus its net payments of interest 
arul other investment inroine made abroad. 
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standard countries tend to rise and fall together, for their currencies 
are all firmly linked to the same commodity, namely gold, and their 
purchasing power therefore varies with the purchasing power of gold. 

In the preceding section I discussed the changes in national incomes 
that must be made from time to time by gold-standard countries in 
order to correspond to changes in relative national outputs and to 
enable each country to equate its imports and exports while keeping 
the value of its currency fixed in terms of gold. These changes are all 
relative changes—changes in national incomes relatively to one 
another, I now turn to a different question. What determines the 
purchasing power of gold? In other words, what determines the 
absolute level of prices throughout the gold-standard system? 

In the absence of any regulation and control, price levels would 
depend on the supply of gold and on the demand for money. In¬ 
creased supplies of gold due to the discovery of new gold-mines or to 
cost-reducing technical improvements in methods of gold-mining 
would tend to send price levels up. An increased output of goods 
would tend to send them down. A general increase in the demand 
for money (a fall in its velocity of circulation), such as occurred during 
the Great Depression, would lead to a general fall in prices. 

One of the advantages sometimes claimed for the gold standard is 
that its takes monetary policy out of the hands of politicians who, if 
they had full control, might well yield to the pressures of various 
groups for higher incomes and to the temptation of creating more 
money (instead of following the unpopular course of raising taxes) to 
provide their Governments with more revenue, and might in this way 
bring about a runaway inflation. A currency firmly wedded to gold, 
it is argued, is a currency in which everybody will have full confidence; 
it is a “sound” currency ?jecause it is tied to other gold standard 
currencies and is not subject to local manipulation. 

It is quite true, whether one regards it as an advantage or as a dis¬ 
advantage, that a country on the gold standard cannot do whatever it 
likes in the sphere of monetary policy. It shares a common price level 
with the other gold-standard countries, and has to keep more or less 
in step with them. But it is not true that changes in this common 
price level are left to blind chance. The various gold-standard coun¬ 
tries, between them, control and regulate their common price levels. 
Gold is their servant, not their master. The gold-standard system as 
a whole has a monetary policy. 

The snag lies in the words “between them.” The more countries 
there are on the gold standard, the wider the area of fixed exchange 
rates, the better. As with a telephone system, the more members 
there are, the more useful is the system to everybody on it; there is 
litde point in being the sole subscriber. But it is difficult for a large 
number of countries continuously to agree on a common policy. In 

S B.E. 
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practice, monetary policy will inevitably be determined mainly by the 
most important countries, and the others will have to follow their lead. 

Should Great Britain return to the gold standard, or at any rate 
make sterling freely convertible into dollars and abolish exchange 
restrictions, no doubt there would be constant consultation between 
the United States and Great Britain, and so far as possible with other 
countries, on the most appropriate policy. But although there would 
probably be agreement on the general aims—namely, to prevent undue 
inflation while maintaining employment and avoiding slumps—there 
might be marked differences of opinion from time to time on the best 
method of attaining these aims. 

That is why some people are opposed to a general return to the gold 
standard. They fear the dominant position of the United States. 
She has a very large national income; she is far and away the biggest 
source of capital for foreign investment; she owns most of the world’s 
gold reserves. Other countries on the gold standard, it is argued, 
would in effect be tying their currencies to the dollar. 

Suppose, the argument continues, that there should be a severe 
slump in the United States. Under any monetary system, this would 
be a disaster to the rest of the world. Her imports are small relatively 
to her own output, but they form a large and important proportion of 
the exports of other countries. If she had a severe slump, her imports 
would fall, and she might also cut down her loans and gifts to other 
countries, creating unemployment and hardship throughout the world. 
But how much worse matters would be if the currencies of other 
countries were tied to the dollar under the gold standard! They 
would lose gold to the United States and would be compelled to 
deflate; the United States would “export unemployment” to them, 
whereas if they were independent in their monetary policy, they could 
freely expand credit in order to try to maintain employment. 

Up to date, however, the United States has succeeded admirably 
in expanding her output and maintaining employment, and at the 
same time assisting the rest of the world to the tune of around 5 milliard 
dollars a year, without any sign of a serious slump. It might well be 
urged that if a return to the gold standard is desirable on general 
grounds, the problem of how to deal with an American slump can be 
faced if and when it arises. 

I return to the point that the gold-standard system as a whole can 
control the general price level. Suppose, for example, that it was 
generally agreed that some inflation was desirable. Each country 
could expand the volume of its bank credit, on the basis of its existing 
gold reserves. They could all inflate together, and provided they kept 
in step, no country would lose gold to any other, and rates of exchange 
would remain stable. 

They could inflate together. But should one country go ahead on 
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its own, inflating much more than the others, it would soon be pulled 
up short by the loss of gold and forced either to keep in step or to 
leave the gold standard. This happened, for example, to France in 
September, 1936. Under the “Blum experiment,” wages were sharply 
raised. Local prices rose also. France lost gold and was forced to 
devalue. 

The gold standard thus imposes a discipline on the member coun¬ 
tries. A country cannot increase its money income, without a corre¬ 
sponding increase in its output, unless other gold-standard countries 
are doing the same. Nor can it maintain its money income if there is 
a substantial fall in the value of its output. A country that insists on 
doing so may stay on gold for a time by borrowing from abroad or by 
selling some of its assets (such as its foreign investments), but if this 
situation continues, it will be forced eventually to leave the gold 
standard and go its own way, or to impose restrictions on its imports, 
or to devalue. 


4. Devaluation 

A country devalues when it reduces the gold parity of its currency, 
making the unit of its currency equal to a smaller weight of gold than 
before, and therefore raising the price of gold in terms of its own 
money. Devaluation usually takes place overnight, but a country 
may leave the gold standard and return to it after an interval at a lower 
parity: thus the United States left gold, at $20-67 an ounce of gold, 
in the spring of 1933, and returned, at $35 an ounce, early in 1934. 
The devaluation of sterling in September, 1949, was expressed in 
United States dollars; its exchange value was reduced overnight from 
$4-03 to $2-80. 

Devaluation may seem ;i marvellous solution to the problem of a 
country that is importing too much (or exporting too little) and is 
therefore tending to lose gold, but dare not deflate for fear of creating 
unemployment. At one stroke, the prices of her imports are raised, 
and therefore the volume of imports is reduced, while her exports can 
be offered at lower prices in other currencies, and therefore their 
volume will expand. The outflow of gold is at once stopped, and 
instead gold flows in. Her balance of payments, which had been in 
deficit, at once begins to show a surplus. And yet the advantages of 
fixed exchange rates are retained, for she is still on the gold standard, 
although at a lower parity than before. 

This is all very fine, provided that wages and other money incomes 
do not rise so much that they completely offset the effects of the 
devaluation. If they do, then the demand for imports will revive, 
because people have more money to spend, and the competitive 
advantage which devaluation gave to her export industries will be 
counteracted by the rise in their costs. After a time, the country will 
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be back where it was before, faced with the same balance-of-payments 
problem. 

Devaluation is thus either a once-for-all solution or no solution at 
all. It is not a remedy that can be adopted again and again. If a 
country makes a practice of devaluing, confidence in her currency 
will be destroyed. Whenever she is getting into balance-of-payments 
difficulties, it will be thought that she may once more resort to devalua¬ 
tion. Her own citizens, as well as others with balances in the country, 
will seek to transfer their capital out of her currency and into other 
currencies that they consider safer. This flight of capital will increase 
her outflow of gold and may well force her off the gold standard, or 
compel her to devalue, whereas with a better record she might have 
succeeded in weathering the storm. 

5. The Advantages and Disadvantages of the Gold 
Standard 

The great advantage of the gold standard is that it provides practically 
fixed rates of exchange between the countries on it. This is a very 
real boon to traders and investors, for it removes the risk of loss from 
fluctuations in exchange rates. Hence it greatly facilitates inter¬ 
national specialization and trade, and international investment. The 
gold standard system as a whole gains by having virtually a common 
currency, in the same way that a country gains by having a single 
currency instead of a separate currency for each of its various local 
areas. 

Of course, any international standard would achieve this result. 
Indeed, it could be achieved simply by an agreement amongst the 
various Governments to keep exchange rates fixed at a given level. 
But under such an agreement one particular currency, possibly the 
dollar, would have to serve as a standard. The only common standard 
likely to be accepted by most important countries is the gold standard; 
gold is the traditional monetary reserve, people prefer their currency 
to be backed by gold, and gold movements between countries provide 
tangible evidence of changes in balances of payments and of the need 
to adjust incomes upward or downward. 

The gold standard, however, loses most of its virtue if traders and 
investors fear that it may not be maintained. The stimulus that it 
gives to foreign trade and investment depends on their confidence that 
exchange rates will in fact remain stable. When a currency is de¬ 
valued three times in two years, like the French franc during 1936-38, 
it not unnaturally becomes distrusted. If a country wishes to enjoy 
the benefits of the gold standard, it must be willing to follow the rules 
—to expand its income when it is receiving gold, and to reduce its 
income when it is losing gold. 
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The modern tendency is to regard deflation as an evil to be shunned, 
and it is true that if money wages are rigid, deflation will cause unem¬ 
ployment. Yet what are the alternatives? If every time a country 
suffers a loss in real income (for example, from a drought or from a 
fall in the prices of its exports) it retreats behind a barricade of import 
restrictions or depreciates the exchange value of its currency, all hope 
of stable conditions for world trade are destroyed; we are back to the 
chaos of the 1930s. The country itself does not escape the loss of real 
income by such measures; it may indeed maintain its money income, 
but only by a higher cost of living, which imposes burdens on those 
least able to bear them. 

The “good neighbour” policy is to make every effort to stay on gold 
without injuring other countries (and perhaps provoking retaliation) 
by import restrictions and exchange depreciation. Other countries 
will help. The Fund has money to lend for this purpose. The system 
as a whole may be willing to inflate to some extent to help countries 
that are in difficulties. But there are limits to this. Inflation still has 
its dangers, even if exchange rates remain fixed. The amount of 
inflation needed to float such countries up into equilibrium may be so 
great that it would lead to a general slump. 

The great disadvantage of the gold standard, therefore, is that a 
country is not free to follow the monetary policy it considers best for 
itself. In particular, it may be compelled at times to reduce its money 
income, and this may create unemployment. For this reason, some 
countries may prefer to remain independent rather than to share a 
common currency. 

On the other hand, a large and expanding volume of world trade 
creates employment, while restrictions on imports by one country 
create unemployment in liie export industries of the countries that 
provide her with imports. Stable exchange rates, with relative free¬ 
dom from import restrictions or at any rate from sudden increases in 
them, are clearly a great benefit to the world as a whole; but in order 
to maintain such a system countries may be required from time to 
time to take measures, notably deflationary measures, which they 
consider would be too harmful to their economies or would be politically 
impossible. 
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EXCHANGE CONTROL 

1. Why Countries Adopt Exchange Control 

I HAVE discussed various methods by which a country can control its 
balance of payments. These methods, or their opposites, can be 
applied to correct either a persistently favourable balance or a per¬ 
sistently adverse balance. I have stressed the latter, because it is a 
chronic deficit rather than a chronic surplus that plunges a country 
into difficulties. But a country with a chronic surplus can and should 
expand its loans to other countries, or reduce its restrictions on imports, 
or expand its money income, or allow the exchange value of its cur¬ 
rency to rise, perhaps revaluing it (the opposite of devaluing it) at a 
higher level; by taking such measures it will help those countries that 
are in deficit and will play its part in restoring general equilibrium. 

Exchange control, however, is not a two-way method. It is a 
method of preventing a deficit, rather than a surplus, in the balance 
of payments. It is a method that by its nature applies to relatively 
weak currencies and not to strong ones, for its purpose is to maintain, 
at least nominally, a higher exchange value for a currency than the 
exchange value it would have in a free market. In other words, 
foreign currencies (or some of them) are priced lower than they would 
be in a free market. Therefore they must be rationed. They are 
rationed by means of exchange control. 

A country may adopt exchange control as a method of correcting 
an adverse balance of payments because she is unwilling to adopt any 
of the alternative methods I have discussed, or any combination of 
them, while some of them may not be within her power: a country 
cannot command a constant stream of loans or grants from other 
countries, and some are restrained by international agreements (e.g. 
under G.A.T.T.) from increasing their import duties as and when they 
wish. 

Thus deflation may seem unwise, or politically impossible. Yet 
exchange depreciation also may seem ruled out. A country may wish 
to maintain the exchange value of her currency for reasons of prestige, 
or to keep down the prices of imports and thereby the cost of living, 
or because she realizes that a fall in its exchange value may turn the 
terms of trade against her, or because (as in most European countries) 
her citizens would interpret a fall in its exchange value as a sign of 
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coming inflation, and would upset the economy by acting on that 
assumption. 

Under such conditions, exchange control offers a tempting way of 
escape. The exchange value of the currency is maintained. But there 
need be no reduction in money incomes; indeed, they may even 
increase. Instead of deflation, there is direct restriction of imports 
and other debit items in order to keep the balance of payments in 
equilibrium. 

Exchange control was adopted by a number of countries during the 
Great Depression and retained throughout the 1930s. Nazi Germany, 
in particular, had a very complete system of exchange control, cover¬ 
ing all her transactions with other countries. Great Britain, however, 
did not adopt this system; she restricted herself to smoothing out 
fluctuations in the exchange value of sterling, and offsetting the effects 
of speculative movements of capital by means of her Exchange 
Equalization Fund. 

After the war, many countries, including Great Britain and the rest 
of the sterling area, adopted exchange control as a means of rationing 
dollars and other “hard” currencies (such as Swiss francs). No doubt 
they hoped that the dollar shortage would disappear after a time, 
when they had recovered from the effects of the war, but in the mean¬ 
while exchange control seemed the least undesirable method of 
keeping down their demand for hard currencies. 


2. The Consequences of Exchange Control 

A currency under exchange control is not freely convertible into 
foreign exchange. Individuals and firms cannot buy as much foreign 
exchange as they wish foi whatever purpose they wish. They must 
apply to the central bank, which allots only limited amounts and only 
for approved purposes. 

Nor can exporters and others keep the foreign exchange they 
acquire. They must surrender it all to the central bank and they will 
be paid, of course, only the official rate. 

There are many variants. For example, in some countries exporters 
are allowed, as an inducement, to keep a proportion of their foreign 
exchange. In Great Britain, sterling is freely convertible into other 
sterling-area currencies and only mild restrictions are imposed on 
transactions with E.P.U. countries. But the broad principle is that 
foreign exchange (or certain kinds of foreign exchange, notably dollars) 
is scarce and is rationed by the Government, through the central bank. 

Since the demand for foreign exchange exceeds the supply, its value 
would be higher—in other words, the exchange value of the local cur¬ 
rency would be lower—in a free market. There are nearly always, 
therefore, attempts to evade the regulations. For example, exporting 
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firms may agree with their foreign buyers to invoice their exports 
below their value and thereby to acquire for themselves, unknown to 
their Government, balances of foreign exchange. In the same way, 
importing firms may arrange with their suppliers to invoice their 
imports at more than their cost, in order that they may retain the 
difference in the form of foreign exchange. Hence Governments 
imposing exchange control are constrained to check export prices and 
import prices. They usually impose heavy penalties on attempts to 
evade exchange control either by false invoicing or by other methods, 
such as smuggling gold or jewels or currency notes out of the country. 
Their object is to keep control of all foreign exchange earned by 
residents in order to ensure that the limited amounts available are 
used in the ways they consider most beneficial to the country as a 
whole. 

All transactions involving foreign exchange will be subject to control. 
Consider imports, for example. Nobody will be allowed to import 
anything unless he gets the approval of the Government, in the form 
of an import licence. Imports may be confined to certain types of 
commodities, those considered essential. There may be discrimination 
between countries, a larger volume of imports being permitted from 
some countries than from others. Quotas may be fixed by the Govern¬ 
ment, laying down the amount or value of each commodity that may 
be imported from each country during, say, the next three months. 
Or the Government may not commit itself beforehand; every proposed 
import may be considered separately on its own merits and either 
approved or disapproved. Particular industries, or even particular 
firms, can be favoured, rather than others, in the distribution of 
import licences. 

Clearly such a system gives great power to the Government. It can 
decide exactly what shall be imported, and from where, and by whom, 
without being bound by any general rules and without having to give 
any reasons for its decisions. It can continuously adjust its tactics to 
meet changing conditions, permitting some imports it had formerly 
prohibited, or conversely, or allowing more from some countries and 
less from others. It can thus ensure that the limited amount of foreign 
exchange available is spent in the ways it considers of the greatest 
advantage to the country as a whole. The close and detailed control 
of imports, together with a similar control of exports and of other 
transactions involving foreign exchange, goes a long way towards 
enabling the Government to direct the economic activities of the 
country into those channels it considers most desirable. 

Exchange control, therefore, can be a powerful instrument of central 
planning. It can give the Government a flexible and far-reaching 
control over all aspects of the economy affected by international 
transactions. 



EXCHANGE CONTROL 


537 


Exchange control, however, has serious disadvantages. 

In the first place, it creates risk and uncertainty in international 
trade. Other countries do not know where they stand. Country A, 
practising exchange control, may be one of their chief customers. She 
may import certain commodities from them and then suddenly stop 
importing them at all, or she may switch her purchases from one 
country to another overnight. Or she may be an important supplier 
(of certain raw materials, for example), and suddenly cut off her 
supplies or divert them from one country to another. Country A will 
suffer in the same way in so far as she trades with countries that them¬ 
selves practise exchange control. 

In the second place, if the economic system of the country is based 
mainly on private enterprise, exchange control will make it very diffi¬ 
cult for firms to plan ahead. They cannot be sure they will receive 
adequate supplies of imported materials, or what their prices will be. 
They therefore cannot quote firm delivery dates, or firm prices. They 
cannot even plan for a certain volume of output. In so far as their 
exports are controlled, they cannot be sure that they will be allowed 
to supply a customer in a particular country; they may be ordered to 
divert their exports to other countries, whose currencies are needed 
more badly. 

In the third place, exchange control needs a host of administrators 
if it is to be effective. This not only ties up manpower which might 
be used more productively. In some countries it has led to consider¬ 
able corruption (for example, in granting import licences). And it 
has often lowered the standards of business morality: firms have shown 
great ingenuity in inventing methods of evading the regulations. 

3. Payments Agreements 

Suppose that two countries are both practising exchange control, but 
that their restrictions are directed mainly against a third currency— 
say, dollars. They may be prepared to trade fairly freely with one 
another, provided that neither of them thereb/ loses any dollars. 
Their two Governments may therefore make a payments agreement under 
which current transactions between them are permitted freely, each 
Government undertaking to try to maintain equality in the current 
balance of payments between them. 

They may go farther, by drawing up a detailed list of quantities of 
different goods that each expects to export to the other during the 
coming year. The values of the two totals will be the same, unless 
provision is made for other net payments (for example, interest pay¬ 
ments) from, say, A to B, in which event the forecasts will provide for 
an export surplus of that value by A, 

There will be some restriction, however, on the types of goods 
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exchanged. For example, A may export certain goods that could be 
sold for dollars or that are “in short supply.” She will not be prepared 
to sell more than a limited amount of such goods to B and, as a rule, 
she will do this only if B promises npt to re-export them (for example, 
to the dollar area) and makes concessions to her of equal value. 

The Agreement on Trade and Payments of June, 1949, between the 
Government of the United Kingdom and the Argentine Government ^ 
will serve as an example. The preamble recognizes “that it is to the 
mutual advantage of the contracting Governments that commercial 
and financial transactions should be encouraged in such a manner as 
to achieve balance of payments at the highest possible level” and “that 
it is expedient to take appropriate measures to ensure the continuity 
and expansion of the traditional exchange of goods and services of the 
two countries.” The Agreement contains schedules listing the amounts 
and values of different goods to be exported (as a minimum) each 
year for the next five years from each country to the other, the totals 
being million for Argentine exports and million for British 

exports (the difference covering interest payments, etc., by the Argen¬ 
tine) . The Argentine was to provide stated quantities of meat at agreed 
prices (subject to review for future years), as well as maize, hides and 
skins, and other commodities. The United Kingdom was to supply a 
long list of goods, including £29 million of petroleum and petroleum 
products, million (1,500,000 tons) of coal, and £1 million of 
iron and steel and manufactures thereof. 

Such a payments agreement may go wrong. It may be upset by 
unforeseen changes in world conditions or world prices. Or country B 
may in fact buy much more from A than A buys from her, so that 
A acquires a large and growing balance of B^s currency. What hap¬ 
pens then.^ One possible solution is for the exchange value of B's 
currency to be reduced in terms of yl’s. Or the Government of A may 
take special measures to divert purchases to B. Or the flow of goods 
from A to B may be restricted either by A or by B, Under the pay¬ 
ments agreement between Japan and the sterling area, Japan acquired 
a growing sterling balance which by 1952 exceeded j(^100 million, and 
restrictions were imposed on purchases from Japan by the sterling area. 
Now (1954) Japan is short of sterling.^ 

Under the various British payments agreements, payments are 
normally made in sterling. This means that the other country must 
keep a working balance of sterling. It was agreed that the working 
balance of the Argentine should be £2^ million; should it exceed that 
amount, the Argentine could convert the excess into dollars. This 

1 Cmd. 7735 and Cmd. 8744 of 1949. 

* The post-war British payments agreements with Brazil provide another example. 
Brazil bought more from Great Britain, and sold less to Great Britain, than had been 
expected. She therefore accrued commercial debts of over ;^60 million. The last 
Payments Agreement makes provision for her gradual repayment of these debts. 



EXCHANGE CONTROL 


539 

Agreement also (like several others) provided a guarantee against 
“revaluation”; countries enjoying such a guarantee on their sterling 
balances were compensated when the pound was devalued. 

A payments agreement usually permits freedom of payment for 
current transactions only, capital movements remaining under strict 
control. But one country may owe debts to the other. She probably 
is not in a position to repay them at once. The payments agreement 
may state an agreed rate at which she will lepay. Thus a number of 
British payments agreements state at what rate limited amounts of 
sterling balances can be released and used to pay for current trans¬ 
actions. 

A payments agreement between only two countries implies that they 
must balance their trade with one another. In the absence of any 
restrictions, A would probably have a considerable export surplus or 
import surplus with B. The advantage of the payments agreement 
between them might be enhanced if they could include C. A might 
then run, say, an import surplus with covered by her export surplus 
to C, while C balanced the triangular trade by her export surplus to 
B. The greater the number of countries, the higher the level at which 
their total trade with one another will balance. 

From this standpoint, the sterling area is a huge multilateral pay¬ 
ments agreement, for payments within the area are comparatively 
unrestricted. It is true that the area as a whole discriminates against 
dollars, earning all the dollars it can, but restricting its dollar pur¬ 
chases, and that the various members buy from one another, as far as 
possible, rather than from the dollar area. But within the area trans¬ 
actions are relatively free. The same applies, to some extent, to the 
European Payments Union. 

The United Kingdom h.JS separate payments agreements with each 
of a number of countries outside the sterling area, but multilateralism 
is provided by the transfeTable accounts system. Sterling will not be 
converted into dollars, without the approval of the Bank of England. 
But since March, 1954, nearly all countries outside both the sterling 
area and the dollar area can in effect make payments in sterling for any 
purpose (capital or current) to one another or to a sterling area country. 

Payments agreements are a means of expanding trade by escaping 
from the rigours of exchange control. But they are themselves a con¬ 
sequence of exchange control. They exist onl'^ because there is dis¬ 
crimination (at present, mainly against the dollar area). They divert 
trade: a country buys from another with which it has a payments 
agreement, rather than from a third country that could satisfy its 
requirements better or more cheaply but has a harder currency. If 
exchange control could be abolished, payments agreements would not 
be needed, and world trade would expand, perhaps very considerably, 
and would follow the pattern indicated by comparative costs. 
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4. Convertible Sterling? 

If sterling were fully and freely convertible, anybody with sterling 
would be able to change it into dollars or other currencies at the official 
rates, without having first to get approval and permission to do so from 
the monetary authorities. The reasons why sterling cannot be made 
completely convertible are the same as the reasons for the shortage of 
dollars, discussed in Chapter XXXVI, Section 1. 

In order that sterling could be made convertible, without any 
restrictions on purchases of other currencies (except possibly for 
capital purposes), the sterling area would have to earn enough, month 
by month and year by year, to cover its payments to the rest of the 
world. It would have to be strong enough to stand on its own feet 
without assistance such as grants from the United States. Such assist¬ 
ance would be most valuable and welcome, especially to the under¬ 
developed countries (India, Pakistan, Burma, and Ceylon), and of 
course, if it were received, it would create a deficit in the sterling area 
balance of payments. But the sterling area should be able to earn 
enough foreign exchange by its own efforts to maintain or increase its 
reserves of gold and dollars. 

Three conditions must be fulfilled before this objective can be 
achieved. 

First, the countries of the sterling area must increase the efficiency 
of their export and other industries sufficiently to achieve a volume of 
exports large enough to pay for all the imports from the rest of the 
world that their people choose to buy. More generally, they must 
expand their output relatively to their consumption. This implies 
that increases in wages (which are likely to be spent rather than saved) 
do not run ahead of increases in productivity. 

Second, the countries that have an export surplus, and especially 
the United States, should help the sterling area to remove exchange 
restrictions by following a more liberal import policy, permitting the 
products of other countries to compete more freely in their home 
markets. 

Third, the reserves of the sterling area must be built up to a level 
at which they are adequate to meet any probable drain upon them 
without reimposing exchange restrictions. Such a drain might come 
about owing to a temporary adverse swing in the terms of trade. Or 
it might come about because speculators thought that sterling would 
fall in value and therefore tried to change their sterling into other 
currencies. 

The sterling area should continue to build up its reserves by its own 
efforts, for they are too small at present. But that will be a slow 
process. In order to make possible a more speedy return to converti¬ 
bility, a “support fund” for sterling will have to be created by loans 
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of gold or dollars from the LM.F. (the figure of £1,300 million has 
been mentioned) and possibly other sources. The hope and expecta¬ 
tion would be that such a support fund would not need to be used, 
but the mere fact that it existed would strengthen sterling. 

It is probable that progress towards convertibility will be made by 
stages. For example, the first stage may be to permit countries outside 
the sterling area to convert freely the sterling they currently earn, but 
not their capital holdings of sterling. The next stage may be to give 
the same facilities to members of the sterling area other than the 
United Kingdom. It is probable that exchange restrictions on United 
Kingdom citizens will have to remain for some considerable time, 
although they may be gradually relaxed, and some restrictions on 
capital movements may remain for at least some years. 

The main purpose of convertibility is to free international trade 
from restrictions. Considerable progress has already been made 
towards that goal, and it is to be hoped that it will continue. 
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CHAPTER XL 


BRITISH ECONOMIC POLICY SINCE THE 

WAR 

1. The Loss of Capital due to the War 

The purpose of this chapter is not to give a year-by-year account of 
the economic history of Great Britain since the war, but merely to 
point out some of the leading features and trends. 

During the war, destruction and damage to property, although on 
nothing like the scale suffered by Russia and Germany, were caused 
by enemy action; buildings and other installations were bombed, and 
ships were sunk. Nearly half a million houses were destroyed or 
damaged beyond repair, and over three million more were seriously 
damaged. The merchant fleet was reduced from 22 to 16 million tons 
deadweight. Moreover, the maintenance of various assets, in so far 
as it was not essential to the war effort, was kept down to a minimum; 
many branches of industry and trade made do with more or less worn- 
out plant and equipment in order to free labour and materials for war 
purposes. In addition, private assets such as houses and furniture 
deteriorated. 

The cost, at pre-war prices, of providing replacements and renewals 
to make good these losses has be#=*n estimated at around £5 milliard. 
If we allow also for the additional capital needed to provide for the 
increase in population and for the larger numbers in employment, as 
compared with pre-war years, the total comes to well over £7 milliard. 
Such estimates tend to exaggerate the loss—replacements of capital in 
forms better suited to post-war needs represent an improvement on 
the pre-war position—but they do indicate the order of magnitude. 
Great Britain came out of the war a good deal worse-equipped, for 
peace-time activities, than she went into it; and some years would be 
needed to make up this leeway. 

Moreover, Great Britain emerged from the war with greatly reduced 
external assets and greatly increased external liabilities. She had 
parted wdth some gold (£200 million) and with nearly a quarter 
(£1,100 million) of her overseas investments in order to pay for goods 
needed during the war from the United States (before lend-lease was 
introduced) and elsewhere. Her war expenditure overseas had led to 
a large accumulation of sterling balances belonging to other countries: 
£3,680 million as against between £600 and £700 million before the 
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war. Soon after the war ended, she was assisted by loans of 
million from the United States and £Z\2 million from Canada, on 
which she is now paying'interest. 

Before the war, Great Britain had been a great creditor nation. 
She is now, possibly, a debtor nation: that is to say, the value of her 
external liabilities (sterling balances, public external debt, and over¬ 
seas private investment in Great Britain) may exceed the value of her 
overseas investments and gold reserves. We cannot be more definite, 
because the values of assets such as mines and plantations vary from 
day to day with their expected net earnings, and all capital values 
(including the market prices of fixed-interest securities) vary with the 
current rate of interest. 

On income account, the interest and profits Great Britain receives 
on her overseas investments still exceed the interest payments she 
makes on her external liabilities. (This is largely because the sterling 
balances yield only low rates of interest.) Thus in 1953 she received 
^272 million from overseas and paid out only million. Even so, 

million net (which represents only about ^22 million in pre-war 
purchasing power) is much less than the {^29^ million net she received 
before the war, and represents an appreciable reduction in real 
national income. 

The internal national debt increased during the war from £1 
milliard to over £,2Z milliard. But this should not be counted as a 
burden. An external debt is indeed a burden; the goods and services 
it bought were received when the loans were made, and the interest 
payments on it require exports for which nothing is now obtained in 
exchange. But the payments on an internal debt are merely transfers 
of money, within the country, from taxpayers to debt-holders. If the 
payments are large and if in consequence taxation is higher, the higher 
taxation may weaken incentives to work and invest, but the pay¬ 
ments are not in themselves a net burden to the community. In fact, 
interest on the internal national debt (about ^580 million in 1953) 
represents about the same percentage of the national income (less than 
5 per cent) as in 1938 (when it was £217 million); moreover a 
considerable part of the interest is recovered in income-tax on the 
recipients. 

2. How FAR HAVE ECONOMIC AlMS BEEN ACHIEVED? 

Full Employment 

The dominant economic aim throughout the post-war years has been 
the maintenance of full employment. And this aim has been very 
fully achieved. The total number of unemployed has been consistently 
below, and usually well below, half a million. 

It has been achieved partly by devices such as controlling the loca- 
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tion of new establishments,^ but mainly by expanding the amount of 
money and thereby the total amount of public and private expenditure 
on consumption and investment. The expansion in the amount of 
money hais somewhat overshot the mark and has produced, through¬ 
out the post-war period, an inflationary situation, discussed in Section 
4. 

(b) Higher Standards of Living 

The aim of maintaining and improving standards of living has met 
with only very moderate success. It is not surprising that in the period 
of dislocation and shortages immediately after the war, consumption 
was well below pre-war levels. The volume of consumption rose 
rapidly from 1946 to 1950, then tended to level out owing to a (very 
desirable) increase in personal savings. 

Personal expenditure on consumers’ goods and services was £\l*l 
milliard in 1953 as against £4*3 milliard in 1938, and population was 
about 7 per cent greater. No really satisfactory measure of changes 
in the value of money is possible between dates so far apart, but if we 
take the best estimate that can be made—a rise of some 125 per cent 
—it appears that average consumption per head was only 7 per 
cent higher in 1953 than in 1938. 

This average, however, conceals a big change in the distribution of 
the national income, which I discuss a little further on. The con¬ 
sumption of the lower-income groups is substantially higher than before 
the war. 

Moreover, the above calculation omits a very important element: 
namely, the improvement in the health and education of the people 
due to the great expansion in “free” social services provided by the 
State. 

Average real income per head, which includes savings and is there¬ 
fore a better measure than consumption, was over 10 per cent higher 
in 1953 than in 1938. 

We find a considerably bigger increase if we look at the volume of 
output. This has expanded fairly steadily since the end of the war, 
and in 1953 it was around 28 per cent (or 20 per cent per head) 
greater than in 1938. 

Why has consumption increased so much less than output? There 
are three main reasons. 

In the first place, the terms of trade are considerably less favourable 
than before the war. Hence a larger volume of output must be devoted 
to exports in order to buy the same volume of imports as before the 
war. I return to this point later. 

In the second place, a larger share of the net national product now 
goes to investment and not to consumption. During the 1930s the 

‘ Sec Chapter XXI, Section 5 . 
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proportion going to net investment (in addition to provision for 
depreciation) was very low, about 5 or 6 per cent. Now it is higher, ^ 
around 10 per cent. 

In the third place, the Government is now taking a larger share of 
the national product than before the war. The services provided by 
the Government are for the benefit of the community, but they do not 
enter into personal expenditure. 

(c) Less Economic Inequality 

I turn to the aim of reducing inequality. Here considerable progress 
has been made. 

Average weekly earnings ^ in industrial occupations in 1953 were 
nearly three times as high as in 1938. If we take the rise in the cost of 
living as around 125 per cent, this means that the great majority of 
manual workers and their families—over two-thirds of the population 
—were about a third better off than before the war. 

The middle classes, on the other hand, are considerably worse off. 
The rise in the incomes of Government officials, professional men, 
technicians, and business men has not kept pace, on the average, with 
the rise in the cost of living. The young man entering industry with a 
University qualification, who used to start at ;^250 or ;^300 a year, is 
lucky if he starts at twice as much today. The rates of pay for the 
higher civil servants have less than doubled: the grade of Assistant 
Secretary, for example, which used to carry a maximum of 1,450 a 
year, now carries a maximum of only a year. A University 

professor who was paid 1,000 a year before the war now receives 
probably less than £2,000. 

On top of this, income-tax and surtax take a larger proportion from 
present-day incomes than they took from the corresponding smaller 
pre-war incomes. Consider, for example, a married man with two 
children whose income today is twice what it was pre-war. If it has 
risen from £1,000 to £2,000, his net income less tax has risen only 
from £897 to £1,549; if it has risen from £2,000 tg £4,000, his net 
income less tax has risen only from £1,672 to £2,364. The higher the 
income, the greater is the proportion taken in tax. 

There has thus been a marked trend towards greater equality. This 
shows itself in various ways. For example, the children of the poorer 
sections are better fed and cared for and are therefore healthier than 
before the war. On the other hand, the number of resident servants 
in private homes has fallen from 707,000 in 1931 to 178,000 in 1951: 
many can no longer afford to keep servants and have to do their own 
housework. 

^ Earnings rose more than wage rates, owing to the movement of workers towards 
the higher-paid occupations and to the increase in overtime (due largely to reductions 
in the “standard” working week—e.g., by abolishing Saturday morning work in 
certain fields). 
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This trend has been accentuated by the growth of public expenditure 
on such purposes as health and education, national insurance, and 
food and housing subsidies. What has been termed “the social budget” 
is now nearly 90 per cent greater, in real terms, than before the war. 
I quote the following figures from an article “Cost of Social Services in 
Welfare State” in The Times of July 17th, 1953. 

T, million 



1938 

1952 

A. Goods and Services 



Health. 

67 

461 

Education and Child Care . 

109 

350 

Other ...... 

39 

60 


215 

871 

B. Subsidies 



Pensioners’ Tobacco 

— 

13 

Food ...... 

— 

275 

Nutrition ..... 

1 

72 

Housing ..... 

23 

82 


24 

442 

C. Payments 



Insurance ..... 

154 

471 

Family Allowances 

— 

85 

Assistance and Old Age Pensions . 

74 

123 

War Pensions .... 

39 

83 

Scholarships, etc. .... 

2 

22 


269 

784 

Total Outlay ..... 

508 

2,097 


It must be remembered that the social services are paid for to a con¬ 
siderable extent by the mass of the people. The great majority of 
manual workers pay no income-tax or pay at low rates, but they all 
pay insurance contributions; and taxes on consumption (for example, 
on tobacco and beer) form a large part of public revenue. Neverthe¬ 
less the social budget does involve a substantial transfer from the 
relatively rich to the relatively poor. 

{d) Social Security 

I turn to the aim of increasing social security. Here again much 
progress has been made, as the above table shows. 

In addition to greatly increased public expenditure on such social 
services as health and education, we have had since the war a very 
comprehensive system of social insurance. This has its defects,^ but 

^ See the concluding paragraphs of Section 5 of Chapter II. 
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it does provide a national minimum income (adjusted for needs) for 
all: it covers self-employed persons, such as shopkeepers, farmers, and 
others, as well as employees. 

A very important post-war innovation is the provision of pensions 
for retired men over 65 and for women over 60 at the present (1954) 
rate of 32s. 6d. a week. Owing partly to the very low level of unem¬ 
ployment, some two-thirds of all the expenditure on national insurance 
benefits is on retirement pensions. It was decided to start paying these 
pensions forthwith, without waiting until the contributions had built 
up an adequate fund. The number of pensioners, at present well over 
four million, will increase rapidly during the next few years. The 
Fund will therefore run into debt and will have to be subsidized from 
general revenue unless the rates of contribution are increased or the 
retiring age raised. 

The national insurance scheme also provides sickness benefit (of 
unlimited duration) and unemployment benefit (of limited duration, 
but subject to possible extension). Other benefits include widows’ 
benefits, guardians’ allowance, maternity benefits, and benefits for 
injuries and disablement. 

Family allowances are paid to all at the rate of 8s. a week for each 
child beyond the first, who gets no allowance. 

In the last resort, there is national assistance, which involves a 
“means test.” Should benefits be inadequate (or should unemploy¬ 
ment benefit come to an end), they can be supplemented from national 
assistance. Owing to the continued fall in the value of money, at the 
end of 1952 one in every four persons on retirement or widows’ pen¬ 
sions, one in every five on unemployment benefit, and one in every 
seven on sickness benefit were receiving assistance as well.^ 

(c) A Stable Pound 

The aim of maintaining a pound that is stable in purchasing power 
has not been achieved. We have avoided a galloping inflation, but 
not a gently trotting one. Retail prices have continuously risen and 
are now some 125 per cent above their pre-war level, and some 50 per 
cent higher than at the end of the war. 

^ In 1954, the rates of sickness and unemployment benefit were 32s. 6d. a week for 
adults, with somewhat lower rates (26s. for unemployment benefit and 22s. for sick¬ 
ness benefit) for some married women, and 20s. a week for persons under 18. 
Additional allowances for dependants, where payable, were 21s. 6d. a week for a 
wife or other adult dependant, 10s. 6d. a week for the first child, and 2s. 6d. a week 
for other children. 

The rates of weekly contributions were 5s. 9d. for employed men over 18 (and 
5s. Od. from their employers) witli rather lower rates for employed women (4s. 6d.), 
boys (3s. 5d.) and girls (2s. 9d.), and higher rates for self-employed persons (7s. Sd. 
for a man) and for non-employed persons (5s. 7d. for a man). 
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3. The Overloaded Economy ^ 

The post-war difficulties of Great Britain sprang largely from her 
endeavours to achieve more than was possible with her limited man¬ 
power and other resources. I list below the main objectives that we 
should like to achieve and indeed have set out to achieve. The 
dominant aim of full employment has been attained, and I take it for 
granted in what follows. 

First there is the maintenance and improvement of standards of 
living, as reflected in personal expenditure on consumers’ goods and 
services. This involves a large and growing output of such goods or 
of exports to pay for imports of them (or of materials to make them). 
Some two-thirds of our national product has been devoted to this 
purpose. 

Next there is investment. In almost every field, the need for a high 
level of investment seems imperative in order to continue making good 
the loss of capital during the war and to provide more adequately for 
the future. How can industry and trade turn out an increasing 
volume of output, and keep abreast or ahead of foreign competitors, 
unless they can both provide for replacements and renewals and 
modernize their plant and equipment to embody the latest technical 
improvements? Then there is the need for ‘‘social capital”: more 
houses, more hospitals, better school accommodation, better roads, 
expensive schemes for London and other cities to reduce traffic con¬ 
gestion, satellite towns—the list could be expanded by many other 
items. And investment overseas is necessary if we wish to increase 
our future income from abroad. At present we are devoting only 
about 17 per cent of the national product to gross investment (includ¬ 
ing replacements and renewals) and only about 10 per cent to net 
investment. This is too little to enable us to attain our objectives. 

Then there is defence. It has been urged that adequate provision 
for defence should be our first priority, for it is essential to safeguard 
our existence as a free nation. At present there are 900,000—some 
4 per cent of the working population—in the aimed forces, and the 
cost of defence (;£ 1,545 million in 1953) approaches 10 per cent of the 
gross national product. Even so, the rearmament programme agreed 
on in 1950 as the essential minimum has been substantially cut or 
slowed down. 

Then there is the Welfare State. As we have seen, the social budget 
cost £2fi91 million in 1952, although only million of this repre¬ 
sented goods and services, the rest being mainly transfer payments 
which made no demands on the national resources but diverted spend¬ 
ing power from taxpayers (and contributors to national insurance) to 

^ This phrase has been used by Harry G. Johnson as the title of a booklet (University 
of Toronto Press, 1952) which I commend to readers. 
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the beneficiaries. Yet even the Welfare State has fallen considerably 
short of its main objective—namely, an adequate minimum real income 
for all. It has been defeated, at least for the moment, by the continu¬ 
ous fall in the value of money, which has reduced the purchasing power 
of pensions and other benefits. 

The other services provided by the Central Government and local 
authorities, such as general administration, the preservation of law 
and order, and the maintenance of roads and sewers, are clearly 
essential. They cost less than ;^600 million in 1952. 

Finally, Great Britain would like to help the under-developed 
countries of the world with loans and grants. She assists her colonies 
and other dependent territories by “development and welfare” grants 
and in other ways, and she played a leading part in launching the 
Colombo Plan for South and South-East Asia. Here, too, performance 
has fallen well below desire. We have had to explain to the under¬ 
developed countries that unfortunately our economic position tempo¬ 
rarily prevents us from giving them anything like as much assistance 
as we would wish, and we have had to negotiate restrictions on with¬ 
drawals from sterling balances. 

Thus the attempt to do too much has meant that we have fallen 
considerably short of most of our objectives. The reader may think 
that setting our sights too high should be a stimulus to effort, leading 
to greater actual achievement, even if we fall short of our aims. But 
that is not what has happend. 

What has happened is that the extent to which particular objectives 
have been achieved has depended largely on the Government, on 
political pressures, and on the bargaining strength of different groups. 
Thus wage-earners and farmers have increased their real incomes, but 
all on fixed incomes are worse off by a third owing to the 50 per cent 
rise in retail prices since the end of the war. Among the various 
objectives, the chief victim has been investment. The harmful effects 
on output of too little investment become apparent only as time goes 
on; if public authorities have to cut their expenditure, the easiest 
course, raising least opposition, is to cut their investment programme. 
The most popular reductions in taxation are those that permit increased 
consumption, rather than those that stimulate investment. 

If we look at the relative amount of gross investment that has 
actually taken place in different fields over the past five years, it seems 
clear that here, too, the same forces have been at work. Well over a 
quarter of the total has been “social capital,” the greater part being 
housing provided by the local authorities. 

The problem that has confronted Great Britain is of course the 
fundamental economic problem that has formed the main theme of 
this book. There are many highly desirable things, but we cannot 
have them all. A substantial improvement in the standards of living 
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of the workers is very desirable, but the same applies equally to pen¬ 
sioners, for example. No doubt the investment plans of every nation¬ 
alized industry could be fully justified, considered by themselves, 
as providing only the minimum needed for efficiency. But the same 
would apply equally to private enterprise—if it could get the neces¬ 
sary capital. And so on. Somehow or other we must decide what 
can be achieved and what must be sacrificed, given our available 
resources, and in particular how far we can afford to reduce our pro¬ 
vision for the future in order to maintain or increase our present con¬ 
sumption. In other words, we must decide how labour and other 
resources shall be used, what shall be produced and what shall be 
forgone. 

In this book I have discussed how the problem is solved under a 
free price system, with a limited amount of Government control, and 
I have outlined the alternative system of complete central planning. 
But until recently Great Britain had neither. The price system was 
not free, for it was subject to a host of direct controls—restrictions on 
imports, allocation of scarce materials, controls over investment, 
rationing, food and housing subsidies, and so forth. On the other 
hand, there was not complete central planning. For example, from 
the standpoint of planning, the sterling area is a gaping hole in the 
fabric of exchange control. It is very doubtful whether under com¬ 
plete central planning the export of 1,400 million of capital overseas 
would have been permitted during the post-war years. Again, there 
has been no effective direction of labour. The consequence of this 
half-and-half system was that the economy was strained and vulner¬ 
able, subject to “bottle-necks,” shortages, and crises. 

An outstanding example of thi*? was the coal crisis early in 1947. 
Stocks of coal were so lew that a few days’ bad weather, delaying 
deliveries, caused widespread stoppages of production throughout 
industry and trade. And fuel shortages continued to recur. Yet more 
coal would have been of great value as a direct export and was badly 
needed to make steel for the engineering and other industries, and for 
other purposes. Under complete central planiung, such as that of 
Soviet Russia, such a situation would soon have been remedied. More 
workers would have been directed to the pits, or the miners would 
have been compelled to accept the Italians who were ready and eager 
to join them. 

An example, still with us, of the distortion that may be caused by 
controls is rent restriction. The landlords of pre-war tenants can 
charge only pre-war rents. If they were permitted to charge market 
rents, many of their tenants would decide that they could not afford 
to occupy so much space and would move to smaller dwellings. Much 
of the apparent housing shortage would disappear. 

The attempt to achieve more than was possible or, as harsh critics 
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put it, to live beyond our means, with the aid of direct controls, over¬ 
loaded the economy and prevented the best use being made of available 
resources. It resulted in inflation, which I discuss in the following 
section, and in recurrent balance-of-payments crises, which I discuss 
in the subsequent section. 


4. Inflation 

The root cause of inflation is overloading the economy with more 
demands than it can fulfil. The manpower and other resources of the 
community cannot, or at any rate do not, provide all the goods and 
services that public authorities and enterprises and individuals set out 
to buy and have the money to buy, at current prices. So prices rise, 
restricting what people actually get to what can be produced, or 
imported in exchange for exports, plus any income or loans or gifts 
received from abroad. 

I have discussed the effects of inflation in Chapters XXIII and 
XXXIII. It imposes a burden, in the form of a higher cost of living, 
on everybody, including the poorest, and only those with sufficient 
economic power to secure a compensating increase in their money 
incomes can escape this burden. Under a free price system, it is likely 
to produce a temporary boom followed by a slump. This did not 
happen here after the war owing to controls, but the controls had 
serious disadvantages of their own. I have just cited rent restriction 
as an example; I discussed price-fixing, subsidies, and rationing in 
Chapter XIX, and the additional risks and burdens placed on private 
enterprise were discussed (in connection with exchange control) in 
Chapter XXXIX. The general effect of our post-war controls has 
been to distort the price system, some goods such as subsidized food¬ 
stuffs being kept artificially cheap, which involved rationing; and to 
divert labour and capital away from the more essential industries, 
which were subject to controls, and into other fields where the infla¬ 
tionary forces could have more play, and where it was therefore easier 
to make money. 

Inflation immediately after the war may be said to have been due 
to the “cheap money” policy, which involved a large and rapid expan¬ 
sion in the quantity of money; for example, from April to September, 
1946, the volume of bank deposits rose by million, a rise of 

12 per cent. The rise of 12 per cent in retail prices during 1951 
reflected the sharp rise in import prices due to stock-piling and re¬ 
armament. But the cheap money policy faded out in 1947, and import 
prices fell again in 1952, yet the rise in retail prices was continuous 
throughout the post-war years until 1953. 

The Interim Index of Retail Prices (June 1947 = 100) has moved 
as follows— 
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December 1947 . . . .104 

„ 1948 . . . . 109 

» 1949 .... 113 

„ 1950 .... 116 

1951 .... 130 

„ 1952 .... 138 

„ 1953 .... 139 

„ 1954 . . . 145 


The fundamental reason, to repeat, was that the national product 
was too small for us to carry out all the investment we wished, to 
expand the social services very greatly, to spend more on defence, to 
make loans and grants overseas, and at the same time to increase our 
consumption. In order to achieve our other objectives, consumption 
would have had to be reduced well below pre-war levels. 

But the trade unions, not unnaturally, would not agree to this. They 
did agree to exercise restraint in their demands for increased wages, 
and they kept their bargain. They assumed as a basic condition, 
however, that the standards of living of the workers should at least be 
maintained and not reduced. The Government, on its side, tried to 
stabilize the cost of living by food subsidies, rent restriction, and price¬ 
fixing. But it did not fully succeed. Prices were lower than they 
would have been in the absence of such devices and controls; the 
country was in a state of suppressed inflation; but nevertheless retail 
prices did rise. The unions therefore felt fully justified in demanding 
wage increases sufficient to maintain real wages. But increases in 
wages (not matched by a corresponding increase in productivity) were 
passed on in the form of higher prices; hence the “vicious spiral.’* 

The rise in prices was accompanied by an increase in the quantity 
of money. The note cirrulatiojF rose from an average of ^^1,284 
million in 1945 to an average of £\,4-3S million in 1952^ and ;{^1,650 
million towards the close of 1954; and the net deposits of the clearing 
banks rose from an average of ^(^4,541 million in 1945 to an average 
of ^5,844 million in 1952 and £6,375 million towards the close of 1954. 

During recent years the food subsidies have been considerably 
reduced and one commodity after another w'as taken off the ration 
until in July, 1954, rationing finally came to an end. The possibility 
of buying larger amounts, and exercising more freedom of choice, will 
offset, to a greater or less extent, any increases in price due to the 
reduction in the subsidies.^ 

^ The rise was not continuous. In 1949 the note circulation averaged only £1,252 
million. This was due to the gradual return (for fear that they would be demonetized) 
of around £100 million notes that people had been holding for “black market” 
transactions and similar purposes. 

• See Section 5 of the Appendix to Part III. 
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5. Balange-of-Payments Crises 

Before the war Great Britain had a large surplus of imports over 
exports. For example, in 1938 the value of retained imports was £858 
million, and of exports of domestic produce £471 million. The differ¬ 
ence was made up by interest and dividends on overseas investments, 
shipping earnings, various financial earnings, and to a considerable 
extent, in the years just before the war, by net sales of foreign invest¬ 
ments. 

After the war it was clear that we should find it difficult to pay for 
even our pre-war volume of imports. In terms of pre-war prices, 
interest and dividends on overseas investments would be reduced, be¬ 
cause we had sold a quarter of them; shipping earnings would be lower, 
because our merchant fleet was smaller and many of the ships were 
getting old; financial earnings would be reduced, because sterling, 
under exchange control, was no longer such an acceptable currency for 
international finance. On the payments side, we should have to make 
provision for interest, and possibly repayments, on the large external 
indebtedness we incurred during the war; and the Government would 
have to make large payments overseas for military and other purposes. 
Further, it was desirable to improve, rather than to worsen, our 
external assets-and-liabilities position. 

It was decided, therefore, to restrict imports and to make great 
efforts to expand the volume of exports very substantially. The target 
set for the export drive was a volume 75 per cent greater than in 1938. 
Imports were restricted to well below their pre-war volume and 
exports considerably increased, attaining their target by 1950, as the 
following table shows— 


Volume of Imports and Exports 
(1938 = 100) 


1946 . 

Imports (total) 
67 

Exports (U.K.) 
99 

1947 . 

76 

109 

1948 . 

78 

136 

1949 . 

84 

151 

1950 . 

86 

177 

1951 . 

97 

179 

1952 . 

89 

167 

1953 . 

96 

173 


The annual deficit ( -) or surplus ( +) in the balance of payments on 
income account was as follows— 








BRITISH ECONOMIC POLICY SINCE THE WAR 


557 


1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 


-298 
-443 
+ 1 
+ 31 
+ 300 
-385 
+ 255 
+ 225 


Details of the balance of payments in 1953 were given in Chapter 
XXXV, Section 3. 

There was a serious balance-of-payments crisis in the summer of 
1947. In July sterling was made convertible, for current transactions, 
in accordance with our agreement with the United States. In fact, 
large amounts of capital, held in sterling, were also converted into 
dollars. This led to such a drain on our gold and dollar reserves that 
convertibility had to be abandoned after only five weeks. 

In 1949 reserves began to fall again, owing mainly to the American 
recession and the consequent reduction in the dollar earnings of the 
sterling area. Speculators believed that the pound would have to be 
devalued. Sterling-area importers paid quickly, to forestall a fall in 
the value of the pound, while foreign importers of sterling-area pro¬ 
ducts delayed their purchases and payments. Consequently the 
reserves fell further, and the pound was devalued in September. 

After devaluation, reserves rapidly recovered. But in 1951, owing 
to the rise in the prices and volume of imports, to a fall in the world 
demand for British exports, and to other factors such as the loss of 
Abadan and increased defence expenditure both at home and abroad, 
the reserves fell again, and there was another crisis in the late summer. 

Within the general balancc-of payments problem is the special 
problem of the dollar balance,^ and it is mainly this aspect of the 
matter that has determined policy. Each crisis has been followed by 
further cuts in dollar expenditure, throughout the sterling area, and 
by renewed cfibrts to earn more dollars. 

To what general causes have these crises been due? 

One weakness of the post-war period has been the small amount of 
our gold and dollar reserves. They are not large enough, as they were 
before the war, to meet a substantial drain due to a temporary adverse 
movement in the balance of payments. Before the war, they were 
large enough to pay for about ten months’ imports; since the war, they 
have covered only around three of four months’ imports. Moreover, 
since the war they have served as the central^ reserve not only for the 
United Kingdom, but for the whole sterling area (which pools its 
dollar resources), and have thus been subject to a drain from any 
sterling country that has incurred a dollar deficit 

A very important factor has been the adverse terms of trade, as 
^ See Chapter XXXVI, Section 1. 
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compared with the years just before the war. After the war they became 
more and more unfavourable as time went on, until in 1951, owing to 
the sharp rise in import prices, 43 per cent more exports was needed 
than in 1938 to buy a given volume of imports. They improved some¬ 
what in 1952 and 1953. The figures^ are as follows (1938 = 100)— 



(1) 

Import Prices 

(2) 

Export Prices 

(3) 

Terms of Trade 

(l)-(2) 

1946 

211 

196 

108 

1947 

258 

222 

116 

1948 

289 

247 

117 

1949 

294 

251 

117 

1950 

330 

262 

126 

1951 

439 

308 

143 

1952 

428 

324 

132 

1953 

377 

1 313 

120 

1954 

373 

310 

120 


But another reason for the crises was that our gold and dollar 
reserves were especially vulnerable because people had not sufficient 
confidence in the strength of sterling. They realized that the over¬ 
loading of the British economy and of the economies of other sterling 
area countries was inevitably producing inflationary tendencies, and 
at the first signs of serious trouble they hastened to transfer as much 
of their assets as they could out of sterling and into other currencies. 


6. The Present Position and Outlook 

The man in the street probably did not understand what the balance- 
of-payments crises of every alternate August (1947, 1949, and 1951) 
were all about. They did not directly affect him, for the increased 
restrictions on imports imposed to meet them did not lead to any 
marked fall in his consumption: stocks of goods imported before the 
crises were drawn upon after the crises, and therefore the flow of goods 
into consumption remained fairly steady. 

He was aware, however, of apparently permanent shortages and 
rationing and of a continuous rise in the cost of living. 

Most of the shortages gradually disappeared and by July, 1954, the 
last vestiges of rationing had been swept away, while the cost of living 
had remained almost stable for the previous twelve months. 

These improvements reflect a strengthening of the general economic 
position. There has been no sign of another crisis. During 1953-54, 

^ From London and Cambridge Ecorwmic Service Bulletin in Tlie Times Review of Industry y 
June, 1954 , except for 1954 figures (provisional). 
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despite the recession of the United States, the total volume of British 
exports expanded, and there was a steady and substantial increase in 
the gold and dollar reserves until mid-1954. Employment was at a 
record peace-time level, and consumption was rising. 

What were the underlying reasons for our economic progress? 

In the first place, there has been a marked increase in personal 
savings, which has made possible more investment and consequently 
greater output. 

In the second place, the terms of trade have recovered from the very 
unfavourable level of 1951, when the prices of raw materials rose 
sharply owing to the general rearmament and stock-piling following 
the war in Korea. 

In the third place, by far the most important factor has been the 
rise in output. Ever since the war there has been a steady increase, 
of 2 to 3 per cent a year, in the total volume of output. Recently the 
rate of increase has risen; d\iring 1953 and 1954 industrial output was 
increasing at the rate of about 6 per cent a year. 

Many controls have been relaxed or aboh'shed during the past two 
or three years. Most materials and foodstuffs are now imported by 
private enterprise and net, as formerly, by the Government, and most 
restrictions on their use have disappeared. It can perhaps be argued 
that the removal of controls has been merely the consequence of the 
more favourable economic situation. Personally, as the reader is 
aware, I share the view that their removal has made an important 
contribution to our recovery. They distorted the price system, divert¬ 
ing efforts and investment into less productive channels, and they 
considerably increased the risks of industry and trade. 

Will the present recover’* contirne? That depends partly on world 
conditions. If there shoulu be another general slump, comparable to 
the Great Depression of 1930-33, that would be a severe setback. The 
Government might still be able to maintain fairly full employment by 
keeping up total expenditure. But we should be able to afibrd only a 
reduced, perhaps a greatly reduced, volume of imports. There would 
thus be no escape from a general fall in standards of living. 

Again, it is to be hoped that the prospects of continued peace will 
remain bright. If not, we may have to speed up rearmament, involv¬ 
ing a further drain on our resources. 

If all goes well, we can look forward to the gradual abolition of 
exchange restrictions and to an expanding volume of world trade with 
stable exchange rates. We can enjoy rising standards of living, based 
partly on a larger volume of imports. 

There is a possibility that the terms of trade may become some¬ 
what less favourable than at present. Other countries, including 
Western Germany and Japan, have rehabilitated their industries and 
are now strong competitors with British exports. The relatively 
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underdeveloped countries are anxious to industrialize themselves. 
The growth of population may tend to raise the prices of our imports of 
foodstuffs and materials. Hence it may be difficult to expand British 
exports sufficiently to pay for a rising volume of imports. 

This difficulty, like most of our economic difficulties, could be over¬ 
come by a continued increase, at a substantial rate, in the national 
product. This depends on a number of factors. 

We need more investment, which means more saving. A great 
incentive to saving would be to stabilize the purchasing power of the 
pound. 

We should continue to make the economy more flexible and to 
increase the mobility of labour. 

We should strive to eliminate private monopolies and restrictive 
practices, whether the culprits are businesses or trade unions. 

There seems to be considerable scope for improving the quality of 
management (e.g., by special training and visits to the United States). 
It is doubtful whether we are taking full advantage of technical pro¬ 
gress (which does not always require large new investment). 

We should try to increase incentives to work. The virtual certainty 
of full employment should help to do away with “go slow’’ tactics and 
opposition to labour-saving devices and should favour the more wide¬ 
spread adoption of payments by results, which can lead to consider¬ 
ably higher earnings. It might be possible to change the income-tax 
system. For example, if a worker knew in advance exactly how much 
he had to pay every week, and if this sum (based on normal weekly 
earnings for his occupation and grade) was fixed, regardless of his 
actual earnings, the present “disincentives” to working overtime or 
working harder (under piece-rates) would be removed. 

Opinions may differ on some of the above points. The most 
appropriate ways of increasing output in particular fields may be open 
to debate. But there can be no dispute about the fundamental truth 
that in the long run standards of living depend on the volume of 
production, and I conclude by repeating that this is the most impor¬ 
tant lesson which economics has to teach. 
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SOURCES OF STATISTICAL INFORMATION 

I HAVE kept the following list to a minimum. 

The United Nations Statistical Tear Book contains annual statistics for 
practically every country in the world on nearly all economic subjects. 

The Economist (weekly) publishes banking and other financial 
statistics for the United Kingdom and contains economic statistics 
both for the United Kingdom and other countries; it covers different 
subjects in difl'erent weeks. 

The Annual Abstract of Statistics publishes annual statistics for the 
United Kingdom on nearly every subject for which there are regular 
and reliable figures. 

71ie Monthly Digest of Slatisiics is less comprehensive but contains up- 
to-date monthly figures for the United Kingdom on most economic 
subjects. 

The Blue Book on National Income and Expenditure is published annually* 
usually in the summer. The Economic Survey^ published annually about 
March, appraises current ’rends, d wo White Papers a year are 
published giving comprehensive statistics on the United Kingdom Balance 
of Payments. 

All the above except the first two are published by H.M. Stationery 
Office, Kingsway, London, W.G. 2. 

The Quarterly Bulletin of the London and Camb/idgs Economic Service is 
now published in The Times Review of Industry. It contains 90 leading 
series of statistics, with “long runs (usually back to 1913). 
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